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..... When new laws make new work 
for lawyers, new services to assist them 
can be expected confidently from The 
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There are the provisions 
under 77B of the Federal 
Bankruptcy Act opening up 
possibilities for many cor- 
porations to save themselves 
through reorganization: in the 
attorney’s work of planning 
and executing the program 
of getting security holders’ 
assents to plan of reorgani- 
zation, The Corporation Trust 
Company takes a world of 
detail off his shoulders, and 
through its system of offices 
across the country puts a touch 
of effectiveness in the work 
impossible to any other or- 
ganization. 

There is the registration of 
new securities under the Se- 
curities Act: through its Wash- 
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ington office, The Corporation 
Trust Company simplifies and 
speeds up this work for the 
lawyer. 

There is representation in 
Washington under the new 
Communications Act for cor- 
porations engaged in inter- 
state communications business: 
in this The Corporation Trust 
Company gives lawyers the 
same type of helpfulness it 
provides in the matter of rep- 
resentation for Delaware cor- 
porations or corporations qual- 
ified as foreign in any state. 

All of a piece with its forty- 
two-year old policy of HELP- 
FULNESS—organized, syste- 
matic helpfulness to lawyers 
in all corporation matters. 
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Corporate Reorganizations: 
The Present Situation 


By Rosert N. MILLER * 


WOULD say that the keynote now as to the 

vital income tax questions arising out of various 

forms of corporate exchanges is—intolerable un- 
certainty. A business man about to undertake a 
wholly lawful exchange of property is often actu- 
ally unable to find out whether or not it would in- 
volve his losing, through taxation, a substantial part 
of his capital. He cannot find out in such cases be- 
cause there is nobody who knows with certainty 
what the final decision will be. The range of ques- 
tions as to which this twilight zone of doubt exists 
is wider than it has been in ten years. 


This is true, in spite of several encouraging 
changes appearing in the new 1934 Act in the direc- 
tion of clarification, notably the commendable sharp- 
ening up of the definition of reorganizations in 
connection with the non-recognizing provisions— 
legislation which should be helpful at least as re- 
gards tax problems for years governed by that 
statute, 


I need not say to you that uncertainty is always 
injurious both to the Government and to the tax- 
payer—more injurious in the reorganization field, 
even, than in the general field of taxation, because 
the tax amounts involved, even in a single trans- 
action of the reorganization type, are almost always 
so large that the possible tax is a major factor in 
the business man’s decision whether to act or not 
to act. 


Tax problems are certainly “germane” in the sale 
or exchange of assets when the rates are high. The 
money which is paid to the Government because of 
a tax levy is gone just as truly and finally as if it is 
paid out for expenses; the practical question in any 
sale or any exchange is how much the seller will 
have left of his capital after all the consequences 
have been met, and this figure is lessened by an in- 





* Attorney at Law, Washington, D. C.; address at Federal Tax Clinic, 
Tuesday, August 28, 1934, in connection with 57th annual meeting, 


American Bar Association, at Milwaukee, Wisconsin. 
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crease in the amount of taxes just as much as it is 
by a decrease in the amount of selling price or value 
of property received. 


Causes of Uncertainty 


N SEEKING to assign reasons for this condition 

of uncertainty—in addition to the fundamental 
reasons that the subject is very difficult and that the 
fact-situations involved present an infinity of varia- 
tions—it is only fair to say that the administrative 
authorities are not primarily responsible for it; in 
spite of occasional inconsistencies, they have done 
some of their best work in the reorganization field. 

One clean-cut cause lies in the fact that consoli- 
dated returns have been abolished by the 1934 law, 
except in the railroad field. Some difficult reorgani- 
zation exchange questions now have to be decided 
which were formerly merely academic because tax- 
ability was often controlled by the simpler principle 
that in consolidated returns gain or loss from inter- 
company transactions is disregarded. 

Another cause is the tendency of tax legislation 
toward gradual limitation of deduction for losses. 
When losses were as freely deductible as gains were 
taxable, the Government was sometimes on one side 
of the “recognition” question and sometimes on an- 
other—in one case opposing recognition where there 
was a loss, in another arguing for recognition where 
there was a gain. Now that so many limitations on 
the deductibility of losses are being enacted, the 
litigated cases about losses are fewer and less im- 
portant, and the courts are not so often reminded 
that the question of recognition has a loss aspect as 
well as a gain aspect. 

Possibly another reason is found in the tendency 
of the times toward “rough-housing the rich” and 
toward using taxation as an agency for governmental 
regulation. When we begin to use a razor both as 
a razor and as a screw-driver, it can hardly be ex- 
pected to give a very clean shave. 
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Rather curiously, a still more important cause 
finds its source in one of the finest and most encour- 
aging features in modern jurisprudence—that attitude 
of judges known as “free decision,” which has been 
constructively discussed in this country by Justice 
Cardozo, Dean Pound, and other writers on the 
philosophy of law. 

I do not at this time attempt to say what limita- 
tions must be placed on the highly useful “free 
decision” principle when it is applied to interpreting 
tax statutes—a field in which (1) certainty of mean- 
ing acquires a peculiar degree of desirability, and in 
which (2) the legislative branch, cooperating with 
the Treasury, has a broader, more expert and more 
practical view of the questions of tax policy than a 
court can get in considering a limited number of tax 
cases, along with its grist of other work. The point 
now is that, for the present at least, there seems 
to be a tendency to give rather less weight to set- 
tled administrative practice than formerly, and a 
somewhat stronger inclination to get away from 
literal construction, when the results of such con- 
struction in the specific case seem to the court inapt. 
I am far from believing that a clearly invalid admin- 
istrative practice should be upheld because it has 
been in effect for a long time, or that construction 
of a clause in a tax statute must invariably be literal. 
I merely point out what seems to be a slight shifting 
of attitude in deciding these delicate questions. 
Considering the complexity of the many tax prob- 
lems which are presented to the courts and to the 
Board of Tax Appeals, this is not surprising; we 
have reason to be grateful to them for having avoided 
many pitfalls which might easily have caused trouble. 

Both taxpayers and tax-collecting authorities have 
to bear in mind the uncertainties of this subject, not 
only in deciding whether or not to litigate any par- 
ticular question, but also, when litigation has been 
entered on, in deciding what features of the case to 
emphasize when presenting and arguing it. 

It is one thing to forecast the attitude of the 
courts on a tax construction point when they are 
merely acting as a pool which clarifies the streams 
of legislation as they flow into it; it is another thing 
if the courts are like a sea which salts all the waters 
that flow into it and sends them forth with a strong 
new flavor derived from the sea itself. 

To the tax-collecting authorities the present 
tendencies of courts must necessarily suggest the 
usefulness of more detailed and specific regulations ; 
the new regulations soon to be issued are expected 
to show this change, not only as affecting 1934, but 
earlier years as well. 


Recent Trends in Tax Decisions 

HE uncertainties now existing may be illustrated 
Thy the comparatively recent decisions of the United 
States Board of Tax Appeals which hold that cer- 
tain transactions otherwise within the statutory 
definition of “reorganization” are not reorganiza- 
tions because of a failure to liquidate and dissolve 
one of the corporate parties. This precise question 
—as to whether or not dissolution in such circum- 
stances was essential to a “reorganization” as de- 
fined in the tax law—had first been before the 
administrative authorities eleven years previously, 
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when the regulations under the Revenue Act of 1921 
were first issued in 1922. The 1921 Act was the first 
tax law containing the words now under construc- 
tion in subdivision (A) of the definition of reorgani- 
zation, “(A) a merger or consolidation (including 
the acquisition by one corporation of at least a ma- 
jority of the voting stock and at least a majority of 
the total number of shares of all other classes of 
stock of another corporation, or of substantially all 
the properties of another corporation) * * *.” The 
regulations under the 1918 Act (an Act containing 
no definition) had specifically required dissolution, 
but the administrative authorities came to the con- 
clusion in 1922 that, under the new express definition, 
dissolution could no longer be required in most such 
exchanges and struck that requirement out of the 
regulations. 

Various acts of Congress were passed in the fol- 
lowing years, making no change in subdivision (A) 
of the definition of reorganization, and successive 
editions of the regulations continued to omit the 
requirement of dissolution, in contrast with the 1918 
regulations which had contained the requirement. 
Administrative practice was continuous and consist- 
ent with this conclusion for more than eleven years, 
until the United States Board of Tax Appeals, on 
its Own initiative, again raised the old question 
whether a dissolution was necessary, and arrived at 
a conclusion contrary to the Treasury rule. 

In spite of my great respect for the Board and its 
work, I feel that the Board was wrong in its view 
as to the original legislative intention. I believe the 
Board failed, in this and other closely related deci- 
sions of recent origin, to give proper effect to the 
language of the definition, and had far too narrow 
a conception of the reasons behind the non- 
recognizing provisions. For instance, when in the 
Watts * case the tax due from an individual is held 
to depend on something he has no real interest in— 
whether a corporation in which he has only a minor- 
ity interest liquidates a subsidiary or not—it is hard 
to imagine any “living thought” that this could be 
the skin of, or a general Congressional purpose which 
would account for so curious and meaningless a dis- 
tinction, 

But what mainly concerns us here is that the twi- 
light zone of doubt in the whole reorganization ex- 
change field was necessarily widened by the Board’s 
recent attitude of aggressive reexamination of a long 
continued administrative policy which to say the 
least had good arguments in its favor. Many thou- 
sands of business transactions planned in the light 
of the Treasury’s wholly reasonable interpretation, 
are now found to involve danger of substantial tax 
liability. 

No Circuit Court of Appeals case on this question 
has yet been decided; and while the Revenue Act of 
1934 seems to make it clear that dissolution in such 
cases will not be required for the years affected by 
the new Act, the taxable years earlier than 1934 are 
still subject to the doubt raised by these Board of 
Tax Appeals decisions. 

Turning now to what appear to be effects of the 
so-called “free decision” attitude, consider the much- 





128 B. T. A. 1056. 
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talked-of case of Helvering v. Gregory,? in which 
Judge Learned Hand of the Second Circuit wrote 
the opinion. It was a case in which transactions of 
the taxpayer had been planned within the letter of 
the reorganization exchange provisions and the capi- 
tal gain provisions of the Revenue Act of 1928. But 
the court denies the applicability of the reorganiza- 
tion exchange provisions “because the transactions 
were no part of the conduct of the business of either 
or both companies; * * *.” The opinion admits 
“the violence done the literal interpretation of the 
words,” and reads into the literal words of the 
statute—obviously with the desire to discourage 
plans for tax avoidance—a new requirement that 
“the readjustment shall be undertaken for reasons 
germane to the conduct of the venture in hand, not 
as an ephemeral incident, egregrious to its prosecu- 
tion.” I mention this case here, not mainly to raise 
or to discuss the question whether the court was 
right or wrong in deciding, as a court, the issues 
presented, but rather to note how the decision tends 
to widen the twilight zone in many reorganization 
cases. It apparently indicates that the court is will- 
ing to make the tax depend in part on the difficult 
question of the taxpayer’s purpose, a view which nec- 
essarily introduces new difficulties as to forecasting 
what view the courts will take on the fact question 
as to what any particular taxpayer’s motive was. 

Without discussing in detail the merits of that 
decision, I venture to express the view that no one 
of the reasons stated in the opinion would have been 
sufficient to induce the Congress which passed the 
provisions there construed to insert an express pro- 
vision designed to limit the definition so that purpose 
might be a factor in determining the amount of tax. 
The statement made to Congress on behalf of the 
Treasury as to its draft which, with some changes, 
became the 1924 Act, aptly says in discussing an- 
other part of the same section of that law: 

The intention of the party at the time of the exchange 
is difficult to determine, is subject to change by him, and 
does not represent a fair basis of determining tax liability. 
The Finance Committee of the Senate said the same 
in reporting the bill. 

As you know, the petition for certiorari in the 
Gregory case has not been opposed by the Govern- 
ment and awaits action by the Supreme Court at 
the next term. 

It is interesting to see how nearly this new wave 
of uncertainty synchronizes with the vigorous efforts 
made in this year’s Congress to repeal the non- 
recognizing provisions in their entirety. While those 
efforts did not succeed—largely because the Treas- 
ury’s experience with taxpayers leads it to favor the 
retention of provisions of this general type—they 
obviously had political force behind them and will 
be renewed. It is as if some of the courts in constru- 
ing words first enacted ten years ago by another 
body of legislators are giving effect to the newer 
views now being expressed. 

An intelligently progressive attitude in the judici- 
ary is undoubtedly essential in these times. In most 
fields of statutory construction, as between being 
ten years ahead of the statute they are construing 





269 Fed. (2d) 809. 
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and being ten years behind, the ahead-of-time atti- 
tude is probably better, but the peculiarities of the 
field of high-rate taxes call for exceptional caution 
in that field. The attitude of the Supreme Court in 
such cases as U. S. v. Merriam? and Morrill v. Jones *# 
is rooted in common sense and sound policy. 


Proposals for Establishment of Better Order 


HAVE BEEN asking myself what can be done 

by judges, by lawyers representing the Govern- 
ment and by lawyers in private practice, to promote 
order and certainty in these matters instead of the 
present tendency away from order toward chaos. 
Unfortunately there is no patent medicine which 
will accomplish this easily and at once; something 
can be done by legislation and by new administrative 
regulations, but these alone will not go far in provid- 
ing a remedy. We members of the Bar who repre- 
sent either the Government or the taxpayer in tax 
cases need to remind ourselves that judges have a 
right to expect from us full presentation, not merely 
of the facts, but of all the important considerations 
bearing on a proper construction of the law. We 
must do our part if we are to expect the best possi- 
ble decisions from the bench. My suggestion is that 
everyone who deals with tax problems would do 
well first to ask himself what are the general con- 
siderations most important in this connection, and 
then to do what he can to see that these fundamen- 
tals are kept in mind by those who must deal with 
these problems. 

To make this suggestion concrete, and with the 
hope that you will greatly improve on any ideas I 
may express, I submit the following propositions 
relating to the non-recognizing provisions, and in- 
vite your comment as to (a) whether they are true 
and (b) whether they have important bearing in 
adjudicating tax cases. 

1. These non-recognizing provisions, from their 
first appearance in the law, reflected a double-edged 
desire (a) to prevent the Government from losing 
tax by the allowance of Josses incurred in the types 
of transactions therein described, and (b) to prevent 
taxpayers from being taxed on gains in such cases ; so 
that a narrow construction in any particular case 
may be unfavorable or favorable to the Government 
in that case, according as there was a loss or a gain. 

2. In providing for the latter phase—the relief of 
some types of gain from tax—Congress certainly was 
actuated by more than one reason. In some quar- 
ters ® it seems to have been assumed that the only or 
the main reason was a desire to relieve mere “paper 
transactions” from tax—those in which the taxpayer 
exchanged something for substantially the same in- 
terest in another form. It is true this was one of 
a considerable number of situations to which the 
legislation was directed, but to assume that this was 
the only purpose or “living thought” behind the 
words of the Act is to start with an ill-founded 
assumption. 


“106 U. 8. 466. 

1 . ae " ’ 

5 Cf. the opinion in Minnesota Tea Company, 28 B. T. A. 591, which 
speaks of “substantially the same interest.” 
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3. A wholly different, and very important, reason 
was the desire to make sure that certain business 
adjustments involving exchanges in kind should not 
be hindered by the heavy tax burden. In the lan- 
guage of the reports of the Ways and Means 
Committee, and of the Finance Committee, the re- 
organization provisions were adopted “in order that 
ordinary business transactions will not be prevented 
on account of the provisions of the tax law.” In 
referring to this legislative history, the Circuit Court 
of Appeals for the Fourth Circuit said: ° 

* * * the course of the legislation indicates that the 
various additions and amendments were intended to en- 


large, rather than restrict, the scope of the section as a 
whole. * * * 


* * * if the transaction partakes of the nature of a 
merger or consolidation in a liberal view, it is not the pur- 
pose of the Act to recognize either a gain or a loss in 
the transaction, * * *, 

4. That the “living thought” behind these words 
in the Act was one of broad rather than narrow or 
purely verbal application appears on the face of these 
provisions from the great variety of situations there 
remedially treated. For instance, if the general pur- 
pose of Congress had been narrow, and had been 
limited only to those cases where the taxpayer gets 
the same thing in a different form, Congress would 
never have provided for any tax-free exchanges of 
one piece of property for a different piece, nor would 
Congress have permitted a stockholder to make a 
tax-free exchange of his stock in a very small corpo- 
ration when it is merged or consolidated with a 
much larger corporation, thus acquiring interests in 
new and very differents assets, in no sense “sub- 
stantially the same” as what he had before. 

The broad intention of Congress is further indi- 
cated by the breadth and detail of the definition of 


the word “reorganization.” The Supreme Court has 
said: 7 


The words within the parenthesis may not be disre- 
garded. They expand the meaning of “merger” or “con- 
solidation” so as to include some things which partake of 
the nature of a merger or consolidation but are beyond 
the ordinary and commonly accepted meaning of those 


words. 

5. These provisions were not put into the law by 
the selfish efforts of special interests, but were orig- 
inated for the benefit of the Government within the 
Treasury, with the full approval of the late 
Dr. Thomas S. Adams, working as tax advisor with 
other Treasury experts. I need hardly say here 
that he was a notably able and independent tax 
economist who had recently been a tax commissioner 
of Wisconsin. He held, among other views, the 
view—still sound, I believe—that it is best to lubri- 
cate the axles of the cart which produces tax rev- 
enue,—not for the sake of the cart but for the sake 
of the tax-collecting government which needs to keep 
its cart efficient. To change the figure, the theory 
is the same as that of the farmer who keeps his milch 
cows free from unnecessary annoyance, because if 
he does, he gets more milk. Dr. Adams believed, 
and Congress believed with him, that it is necessary 
that the Government itself should practice tax- 





®C. H. Mead Coal Com 
eral Tax Service, 1934. 


7 Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U. S. 462. 


pany v. Commissioner, Par. 9380, C. C. H. Fed- 
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avoidance in certain situations, of which these are 
examples. The Government avoided collecting a tax 
in these specified cases, by enacting these express 
non-recognizing provisions, because Congress be- 
lieved such avoidance was in the long view a better 
thing for the Government than collecting the tax 
would have been. 


6. In a statute imposing very heavy taxes there 
is a close relation and balance between the rate of 
the tax and any ameliorations which may have been 
embodied in the law. The ameliorations were not 
forced into the law by opponents of the tax, but are 
as much a part of the scheme as the tax itself. Thus, 
if Congress considers it feasible to impose a maxi- 
mum rate of 59 per cent in a certain situation, and 
softens the impact by certain ameliorations, this 
ordinarily indicates that the Congress felt it unwise 
to impose so high a rate, without the softening pro- 
visions. Similarly, it is common knowledge that, if 
no deductions were allowed from gross income in 
calculating taxable income, the rate of tax would 
have to be very much lower than at present, if the 
law is to work efficiently. It is therefore erroneous 
to think of any such ameliorations as tax-avoidance 
provisions. 

7. The primary guides in ascertaining the inten- 
tion of Congress, as applied to a novel set of facts, 
are the statute itself, its legislative history in case 
of a gap or ambiguity, and the settled administrative 
practice, if any; the reasons given by courts in decid- 
ing other controversies where the facts were differ- 
ent are secondary only, and often misleading. 

A judge who feels obliged to reach very far out 
of the statutory window, so to speak, in order to 
arrive at what seems a practical result, but which 
is not clearly inside the statute, must often be sur- 
prised and shocked to see the words of his opinion 
treated by another judge, deciding a case involving 
different and less exceptional facts, as if the opinion 
had been written in the spirit of general legislation. 
The first judge can hardly relish having his opinion 
used as the other judge’s reason for falling out of the 
statutory window entirely. 

Thus in Helvering v. Gregory, supra, the court’s 
problem was merely to decide that single case, which 
the “ephemeral” element and other elements ren- 
dered so peculiar that a decision of it would be more 
likely to illustrate an extreme exception than a gen- 
eral rule. Whatever the result reached in such a 
case on its own peculiar facts, both experience and 
common sense warn us that an extreme case is not 
a very useful place to hunt for controlling guidance 
in adjudicating wholly different situations. There 
are so much better places to hunt for light, that is, 
the primary sources mentioned above. 

Administrative authorities, as well as courts, need 
to be on their guard in distinguishing actual deci- 
sions from the language of the opinions supporting 
them. 

8. In cases where there is a gap or ambiguity in 
the statute, an indispensable preliminary to decision 
is an open-minded study of the whole legislative 
history, as shown by successive changes in the law 
and by committee reports. But in the absence of a 
gap or ambiguity they cannot safely be relied on as 
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a basis for introducing, by construction, implied ex- 
ceptions and limitations. Committee reports seldom 
undertake to state all the purposes of a proposed 
measure. Any reason or purpose which is mentioned 
in the committee report may be affirmatively useful 
as showing the extent and nature of that stated rea- 
son or purpose, but to argue that Congress had no 
other purposes or reasons than those mentioned in 
the reports of committees is wholly out of line with 
what actually happens when committee reports are 
being written. The men who vote for a statute have 
a right to assume that if the words of the statute are 
saisfactory, their vote will not be nullified by the 
language of a report; it is the statute and not the 
report on which the Senate and the House vote. 

9. Congress in the past has usually followed the 
views of experienced tax administrators in the Treas- 
ury and of other experts, who started out with the 
views of the man in the street, but have gradually 
learned a different viewpoint from their own mis- 
takes and from those of others. Their problem is 
to devise a workable tax law, adapted to administra- 
tive rather than judicial handling, rather than a law 
which arrives at the precisely apt result both as to 
the Government and as to the taxpayer in each in- 
stance. If the courts insist on remodeling each tax 
law to suit the usually different views of the man in 
the street, the result will be to deprive the Govern- 
ment of the benefit of experienced counsel in the 
making of its tax laws, as well as to introduce the 
uncertainty of forecasting just how far the judicial 
remodeling process will be carried. 


10. If less and less weight is given to long-settled 
administrative construction, the Government (as 
well as the taxpayer) suffers from the resulting con- 
fusion. Some of the reasons for this are as follows: 

(a) The unsettling of well-established rulings 
obviously tends to encourage taxpayers to give less 
weight to Treasury views, and the prevailing un- 
certainty makes them feel freer to use their own 
judgment on questions of construction, trusting that 
the Board or some court will sustain them. 


(b) Such encouragement to litigate even well- 
settled rulings occasions delay in collections and 
undue burden on the courts. Any tax law is a fail- 
ure unless the administrative authorities alone are 
able to collect most of the tax imposed. 

(c) There is always danger, from the Govern- 
ment’s viewpoint, that a judge-made interpretation 
will not prove as workable on a large scale as the 
rulings of experienced administrators. 


I, at least, am convinced that these propositions 
are true and important. They do not belong to that 
relatively useless class called “rules of construction.” 
They do not state “rules,” but facts,—facts of a type 
which have to be considered in arriving at a reason- 
able and proper construction. Reviewing them 
briefly, they hold: 

That the non-recognizing provisions were intend- 
ed to benefit both the Government and the taxpayer, 
so that too-narrow construction of them is injurious 
to the Government as well as to the taxpayer. 


That exchanges in which the taxpayer gets the 
same thing in another form constitute only one class 





THE TAX MAGAZINE 463 


of the various types of exchanges which Congress 
intended to render non-recognizing. 

That one clear purpose of these provisions was 
to make sure that certain “ordinary business trans- 
actions will not be prevented by tax burdens”—a 
purpose much broader than one limited to transac- 
tions in which the exchanging taxpayer has substan- 
tially the same interest afterwards as before. 


That, on the face of the statute, there are strong 
indications that the intention was broad, and was 
not thus limited, notably the variety of the exchange 
provisions and of the kinds of transactions enumer- 
ated in the statutory definition of the word “reor- 
ganization.” 

That the non-recognizing provisions were not 
lobbied into the law by taxpayers, but were orig- 
inated by Government officials for the Government’s 
benefit—partly to avoid the allowance of deductible 
losses in those situations and partly to avoid certain 
effects which would in the long run react on the 
workability of the taxing statute. 


That any ameliorations which appear in a law 
imposing a high-rate tax are an integral part of the 
tax scheme, not avoidance-methods forced into the 
law by opponents of the tax; these softening provi- 
sions usually reflect the conclusion that, without 
them, so high a rate would not be feasible. 

That language used in court opinions is only a 
secondary aid in construing the tax statute as applied 
to a wholly different set of facts; very much more 
reliable, as bases for construction, are the language 
of the statute itself, and, in the case of a gap or 
ambiguity, the legislative and administrative history. 

That in the absence of a gap or ambiguity, com- 
mittee reports or other phases of legislative history 
cannot safely be used as a basis for implying excep- 
tions and limitations; committee reports rarely un- 
dertake to state all the reasons behind legislation; 
it is the statute and not the report which has been 
voted on in Congress. 

That when the courts follow the views of the man 
in the street, in interpreting a tax statute, they will 
arrive at a different result from that intended by 
Congress, because Congress follows a wholly differ- 
ent standard—the views of governmental experts 
who, unlike the man in the street, must aim at ad- 
ministrability and productivity, and must subordi- 
nate ideas of abstract justice in particular cases. 

That when the courts disregard settled adminis- 
trative construction they tend to destroy the work- 
ability of the law as a _ revenue-producer, by 
diminishing the prestige of the administrative au- 
thorities, by encouraging resort to the courts instead 
of acquiescence in administrative rulings, and by 
introducing new elements of uncertainty. 

You will think of other similar propositions, I am 
sure. To some, the propositions will appear so obvi- 
ous that they are hardly worth putting down, yet 
some very important opinions in tax cases show that 
they have not been taken into account. This is the 
reason for my suggestion that renewed emphasis on 
them, and renewed efforts to make them plain, 
would be in the public interest. 













































AM TOLD that at Cambridge University, a 
| divinity examination is required by ancient cus- 

tom of all candidates for the degree. It is not 
taken too seriously, but still it must be passed. One 
young Englishman due to take the examination in a 
few weeks, inquired of his tutor what he should pre- 
pare for it. The tutor told him that a careful study 
of past examinations indicated that all that was re- 
quired was to memorize the kings of Israel. This 
the student did. But the examination paper con- 
tained only one question: Distinguish the major 
and the minor prophets, and dis- 
cuss the philosophy of each. After 
due consideration, the student 
wrote: Far be it from me to draw 
invidious distinctions between the 
Lord’s holy prophets ; but to under- 
stand their philosophy, it is neces- 
sary to know the kings of Israel, 
who were the following. 

Your chairman? has assigned to 
me the topic of Trends in the Rev- 
enue Act of 1934. I left all that be- 
hind me in June, and spent the 
summer examining the administra- 
tion of the British income tax. 
Hence, I shall try to speak to your 
chairman’s topic, but following the 
lead of the Cambridge undergrad- 
uate, and in the manner of the after- 
dinner toast, I may actually discuss 
Trends in the Revenue Act of 1934, 
coupled with some observations on 
tax administration. 


The Trend Toward Elaboration 
in Provisions 


HE most obvious trend in the recent revenue acts 

has been the increasing elaboration of their provi- 
sions. It is usual to point to the 16 pages of the 1913 
Act, as against the 102 pages of the 1934 Act. 
Although the 1913 Act was no model of clarity in 
draftsmanship, it was reasonably understandable; 
and met the requirement implicit in one of Justice 
McKenna’s early tax opinions: “. a statute 
which concerns the activities of men and intended, 
it might be supposed, to be without perplexities and 
readily solvable by the off-hand conceptions of those 
to whom it was addressed.” 

The 1934 law hardly meets this particular test; 
on the whole, it could not be accurately interpreted 
by the business man whose transactions are largely 
governed by its provisions. 

Before the law and its draftsmen are damned in- 
continently, however, it is worth while to see why 
the law has taken the form it has; and how a move- 
ment to simplify it might proceed. It is to this 
topic that I shall address most of my remarks. In 
the first place, a great part of the more complex 


* Assistant to the Secretary of the Treasury; address delivered at 
the Tax Clinic held in connection with the Meeting of the American 
Bar Association at Milwaukee, Wis., August 28, 1934. 
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Trends in Revenue Legislation 
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provisions results from a desire to temper a simple, 
arbitrary rule to care fora series of equitable excep- 
tions. You are all familiar with many instances of 
this, and I shall mention only one or two. It would 
be much simpler to tax capital gains as ordinary 
income, as the 1913 Act did, than to provide a sep- 
arate method. It would be much simpler to tax 
them at a flat 12% per cent rate than to provide an 
elaborate scheme of graduation according to the 
time held. A page of statute law could be elimin- 
ated if we did not take pains to provide in four 
paragraphs for the tacking of peri- 
ods during which exchanged prop- 
erty and the like has been held. 
The law is full of similar provi- 
sions. When Congress or the 
draftsmen are criticized for undue 
complexity or severity, we should 
at least remember to their credit 
the great number of these attempts 
to deal justly, even in the unusual 
case. In a period of low tax rates, 
we might reasonably achieve a 
spartan simplicity by striking out 
these exceptional provisions. Just 
now, it would appear that either 
they should be retained, or some- 
one must be given a discretion in 
the application of the general rule 
to the exceptional case. 

Again, much of the elaboration 
of the statute is traceable to the 
desire to stop loopholes, to meet in- 
genious schemes of tax avoidance 
having varying degrees of business 
justification. The personal hold- 
ing company sections have the 
longest history in this connection, for the 1913 law 
contained a brief forerunner of the present sections 
102 and 351. It could hardly be argued in these days 
of high surtaxes that so simple a method of avoidance 
should be allowed to flourish unchecked, yet the 
attempt to defeat it is surely beset with many 
difficulties. The basic provisions, which Major 
Miller has discussed, have in part a similar origin. 
The revocable and discretionary trust sections afford 
another example. In connection with these efforts 
to prevent avoidance of the tax, as with claims to 
exemptions generally, we must remember that a 
given amount of revenue must be raised, and if this 
taxpayer is exempted, through a provision in the 
law or the shrewd manipulations of his lawyer, the 
remaining taxpayers must foot his bill. The real 
issue before Congress, then, is not so much the pro- 
tection of the Treasury, for the Treasury will collect 
from someone; but whether it is desirable to en- 


_ courage personal holding companies, or revocable 


trusts, or corporate reorganizations - the expense 
of taxpayers generally. 

In so complex a civilization as we have, it is not 
easy, if indeed it is possible at all, to deal fairly with 
the taxpayer and the revenues in a few sentences. 
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I have heard it stated that our law is more complex 
than the English, but in general, this is far from 
true.2, The basic English income tax Act of 1918 
runs to 272 pages, and. the later amendatory finance 
acts, which must also be consulted, to 298 pages 
more. The provisions for taxing personal holding 
companies appear in six sections, not two as with 
us, covering 13 pages of the statute books. I defy 
anyone to interpret after one reading the English 
provisions subjecting certain inter vivos transfers 
to death duties. If we err in our complexity, we err 
in excellent company. 


The Trend Toward Provision for Review of 
Administrative Decisions 


SECOND trend in our income tax history has 
f\been the increasing provision for judicial or 
quasi-judicial review of the administrative decisions. 
Consider the relatively simple procedure for protest, 
claim for refund, and suit twenty years ago, with 
the several different alternatives of the present, not 
to mention the elaborate reviews within the Treas- 
ury itself. I shall have occasion to refer later to 
our philosophy that it is wiser to have any given tax 
determination reviewed from four to a dozen times 
by numerous individuals and courts over a period of 
ten years than to settle the liability once and for all 
in the year in which it first arises. There is no 
question that some judicial review of administrative 
determinations should be provided for, and, I think, 
a review by some body judicial or otherwise inde- 
pendent of the Treasury, before the tax has to be 
paid. But there seems to be little reason for our 
multiplication of procedures and tribunals for 
obtaining such a review. Why should there be suits 
against collectors, suits against the Commissioner, 
and suits against the United States? Do we need 
three tribunals with original jurisdiction in tax 
cases? Moreover, are we really gaining anything by 
flooding our desks with the mass of rather elaborate 
published rulings and decisions which we have 
today? No one can analyze or even follow all of 
them. Could we reasonably dispense with published 
Bureau rulings; and even with opinions in most 
3oard of Tax Appeals cases, retaining the findings 
of fact and a succinct decision? 


Increased Acceptance of Accounting Principles in 
the Law and in Its Construction 


NE FINAL trend to which I shall briefly refer 

before going on to consider what the future may 
hold is the increasing acceptance of accounting prin- 
ciples in the statute and in the decisions. Some 
lawyers will dispute the accuracy of this statement, 
but as courts and legislators have come to under- 
stand better that accountants have a reasonably 
adequate and tested technique for arriving at an ac- 
curate statement of business profits, there has been 
a tendency to bring the law and practice into har- 
mony with this pattern. In my judgment, this trend 
is wholly desirable. The more nearly the income 
subjected to tax corresponds with the income deter- 
mined for ordinary business purposes, the less the 





2 Editor’s Note.—Dr. Magill recently returned from a first-hand study 
of the tax system of Great Britain. 
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encouragement to artificial transactions for tax pur- 
poses only. When the Treasury can and does accept 
an accountant’s statement of business income as not 
only honest, but reasonably reflecting taxable in- 
come according to accepted standards, a great source 
of endless reviews and of friction will be eliminated. 


Possible Improvements in Revenue Law 


EVERAL likely avenues for the possible im- 

provement of the revenue law appear to be open. 
Opinions may differ as to how much it will be pos- 
sible to simplify the law, but we should probably all 
agree that, if possible, the basic provisions should be 
codified and left unchanged over a period of years. 
In this way, the bar and the public generally will 
have time to assimilate the law, and a body of inter- 
pretative decisions can be built up. Rates can, of 
course, be changed from year to year as required, 
but it should be possible for men of experience to 
draft a revenue law which would not need to be 
completely supplanted in two years’ time. The 
broad outlines of such a codification are not far to 
seek. In the first place, our administrative provi- 
sions are a composite of the Revised Statutes, 
amended from time to time, and a series of modern 
modifications. Many of the older sections were de- 
signed for stamp and liquor tax administration in 
simpler days; and since this old machinery is not 
well adapted to present use, we have had to supple- 
ment it and duplicate it as new occasions arose. An 
intelligent overhauling of the administrative pro- 
visions and practice should result in considerably 
increased simplicity in the law, but more important, 
in greater smoothness and efficiency in assessments 
and collections. Such a codification ought not to be 
attempted without a thorough preliminary study of 
our administrative machinery, coupled with some 
comparative consideration of good European tax 
administrations, such as the British. 

If the substantive provisions are too detailed and 
complex, the remedy is to attempt to restate them 
in the form of more general rules. This is not merely 
a matter of drafting the law in better form; the 
draftsmanship must be preceded by a careful analy- 
sis of the theory and purpose of the provisions them- 
selves. Thus, it is a surprising fact that, after 20 
years, we are only just now learning from the courts 
on what theory the partnership sections are drawn, 
and it is by no means certain that the interpretation 
is one which should be allowed to stand. Yet it 
ought to be possible, although it will not be an easy 
task, for experienced men to work out and agree upon 
a consistent theory of taxing partners and partner- 
ships, and to state it intelligibly in the law. The 
same hypothesis Ought to apply to the other princi- 
pal provisions. 

If the law is to consist of general rules, a neces- 
sary corollary appears to be a vesting of authority 
in some Official to make regulations for the detailed 
application of the rules, and to deal with the excep- 
tional cases. Not all lawyers will view such a dele- 
gation of power to an administrative official with 
satisfaction, particularly since the delegation is not 
in fact to the Commissioner of Internal Revenue 
himself, but to the numerous members of his staff 

(Continued on page 500) 









Problems of the Federal Tax Bar 


By RoBert H. JAcKsOoN * 


HE American Bar Association’s Committee on 
Taxation wisely has called those lawyers en- 
gaged in tax practice to meet and consider their 
common problems. In addition to difficulties which 
vex the general profession, tax practice presents 
some of its own. Need for a clearing house for the 
exchange of views, and a voice to speak for the tax 
bar is so apparent that I hope you may perfect at 
least a preliminary organization and perhaps a 
section for the purpose. 

If you choose to so organize, we invite you to go 
at once to work on behalf of the tax 
bar. The Treasury Department is 
considering complete revision of 
regulations governing enrollment 
and disbarment. It would welcome 
creation of a representative profes- 
sional group whose criticisms and 
suggestions it could weight and con- 
sider. We therefore invite you to 
name a committee to take up at 
once consideration of a new code 
to govern the Treasury Bar and at 
once to demonstrate the usefulness 
of collective effort as a measure of 
self interest and also one of public 
service. 

Announcement is being made to- 
day of the appointment by Secretary 
Morgenthau, of a new Committee 
on Enrollment and Disbarment. It 
will consist of Mr. Walter Wheeler 
Cook, Mr. Irwin Gilruth and Mr. 
Lawrence Becker. Mr. Cook has a 
unique position with the profession 
as the guide, philosopher and friend 
of the many lawyers who have come 
under his influence as an instructor. Mr. Gilruth 
brings to the committee the viewpoint of the active 
practitioner, and Judge Becker, a former judge in 
Indiana, a former Solicitor for the Treasury, and 
more recently the prosecutor of disciplinary cases 
before the Enrollment Board, brings an intimate 
knowledge of the problems of the department. The 
high character of this board should be taken by tax 
practitioners as notice from Secretary Morgenthau 
that disciplinary matters will have vigorous, but 
judicious, treatment, that accused members of the 
tax bar must stand on the merits of their conduct, 
not on the influence of their friends. 

At this somewhat experimental meeting it would 
be well to consider our professional problems with 
a perspective that covers years, rather than this day 
alone. I can be more helpful by raising questions 
than in attempting answers. To that end I offer a 
number of inquiries that sooner or later will have to 
be answered. The answers may be of consequence 
to you in your professional life. 

* Assistant General Counsel of the U. S. Treasury Department. 


Address before the Tax Conference held at the American Bar Associa- 
tion Meeting in Milwaukee, Wisconsin, on Tuesday, August 28, 1934. 
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Shall There Be a Federal Departmental Bar or Will 
Each Department Continue to Maintain Separate 
Enrollment and Practice Rules? 


HE present policy is so chaotic, confusing and 
costly from the viewpoint of the government and 
so vexatious and burdensome to practitioners that | 
cannot give it a long expectancy of life, in spite of 
the well known inertia of the Federal machine. 
The Department of State, the Department of 
Justice, the Department of Agriculture have no regu- 
lations governing enrollment and 

3) no restrictions upon those who may 
practice before them. The Treasury 
Department has elaborate regula- 
tions governing enrollment, conduct 
and disbarment, admits lawyers, ac- 
countants and agents to practice and 
maintains an Enrollment Committee 
and a prosecuting officer to present 
complaints. Enrollment with the 
Treasury Department permits prac- 
tice in the Department only, and 
does not authorize an appearance 
before the Board of Tax Appeals, 
so that two enrollments are re- 
quired to conduct a case before the 
Bureau and before the Board of Tax 
Appeals. 

The Board of Tax Appeals has a 
separate enrollment system and ad- 
mits both lawyers and certified 
public accountants to its practice. 
It does not maintain any disciplin- 
ary organization. 

In spite of close relationship be- 
tween bureau practice and board 

practice, there is no coordination between the two 
enrollments, an attorney may be disbarred before 
one and still practice before the other, nor are the 
investigations made by one department available to 
the other. 

The Department of the Interior has rather com- 
prehensive regulations governing the recognition of 
agents and attorneys. It maintains no special com- 
mittee on enrollment and disbarment but charges 
may be preferred by the Secretary and heard before 
a subordinate designated for the purpose, who re- 
turns the record with findings of fact and recom- 
mendations to the Secretary for action. 

The Federal Trade Commission has rules of prac- 
tice and procedure but no regulations governing 
admission to practice. Attorneys appear without 
formal recognition unless their qualifications to prac- 
tice are questioned. 

The Department of Commerce has an elaborate 
code governing admission to practice before the 
Patent Office. 

The United States Veterans’ Administration has 
regulations governing recognition and disbarment of 
attorneys and agents. Charges of misconduct are 
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preferred by the Administrator and final action is 
apparently taken by the Administrator himself. 

The Interstate Commerce Commission has rules 
governing admission to practice of both attorneys 
and agents. It has set up no machinery for enforce- 
ment and the rules themselves are rather general in 
character. It is significant, however, that there ex- 
ists an “Association of Practitioners before the Inter- 
state Commerce Commission” with headquarters in 
Washington, which claims some 1500 practitioners 
and which has adopted a code of ethics that is more 
detailed and imposes higher standards upon its mem- 
bers than does the code of ethics of the American 
Bar Association. It may be that detailed rules and 
enforcement machinery are not found necessary be- 
cause the profession itself is organized and vigilant. 
I am not informed whether there is a relationship 
between the two, but it is safe to say that generally, 
the more the profession is regulated from within, the 
less regulation it needs from without. 

At the present time each department goes about 
enrollment in a different way, some regarding it as a 
mere formality and others making careful local in- 
vestigation of applicants. Information of one de- 
partment is not availed of by any other, and notice 
of disbarment of a practitioner would only come to 
another department by accident or by a new com- 
plaint. The Departments themselves have made no 
joint effort to coordinate such policies or activities. 
There is no established channel for the exchange of 
information between them. 

Each department has the same need to see that 
those who represent others shall be identified, re- 
liable, and possess a character fitting to a position of 
trust and a general competency equal to the task as- 
sumed. Except for technical qualifications, and no 
department really tests those, the requirements 
should not differ as between them. 

It is probable that congressional enactment, if de- 
fault of administrative action continues, will bring 
about a consolidation of enrollment activities of the 
several departments. The bar should concern itself 
with a problem so vital, not in the usual spirit of 
antagonism, but in a cooperative mood. The pres- 
ent duplication of systems is not economical nor 
effective. Enforcement of discipline is either omitted 
entirely, or judgments are rendered by the same of- 
ficers who prefer the charges. The bar and the gov- 
ernment have common grounds for dissatisfaction 
with the present method of departmental enrollment 
and should make its improvement a common cause. 


Should Enrollment Be Indeterminate or for a 
Fixed Period? 


PERMANENT enrollment carries names upon 

its lists long after their possessors are dead or 
out of practice. Admission to the bar for life in a 
local jurisdiction is a different matter than in a 
national jurisdiction. Enrollment for not longer than 
five years would give better information and control, 
and wouid assure a current membership roll. The 
usual motives to observe approved standards of pro- 
fessional conduct would be strengthened by the 
prospect of submitting application for renewal of the 
professional privilege and of having one’s standards 
reviewed. 
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What Faith and Credit Should the Federal Authority 
Give to Membership in a State Bar? 


NFORTUNATELY mere admission to a state 

bar is not always a strong assurance of either 
character or competency. The several states differ 
widely in requirements for admission. If Federal 
authority were to seek uniformity, there would be 
difficulty in reconciling the conflicting standards of 
the several communities. 


Is uniformity of education necessary or desirable, 
or should each locality judge the equipment neces- 
sary to represent it? If one attains standards satis- 
factory to his own neighbors, should he not be 
entitled to recognition as their legal representative 
in Washington? 

Tests of character imposed by local law are also 
variable. The fundamental principles of organiza- 
tion of the bar itself differ in the several common- 
wealths. We have outstanding examples of an 
all-inclusive statutory organization with great powers 
in the bar itself over admission and discipline. Else- 
where bar associations are voluntary groups and 
membership somewhat on a club basis. The vigor 
and consistency with which discipline is adminis- 
tered varies in different localities. The most constant 
and energetic disciplinary effort is made by the bar 
associations of the larger cities, doubtless because 
the need is most imperative there. State bar asso- 
ciations are usually without the implements and 
often without the will to be real governing profes- 
sional bodies. 

There are those who feel that admission to prac- 
tice before the courts of their state, should be suf- 
ficient warrant for recognition by the administrative 
departments, as it is usually the warrant for admis- 
sion without further examination to. the Federal 
courts, including the Supreme Court. It might be 
answered that the lawyers’ methods, equipment, 
duties and responsibilities before the administrative 
departments of the central government are so dif- 
ferent as to require a separate inquiry into his quali- 
fications. Events, however, have already made their 
own terms with theories. The existing condition is 
a flock of Federal bars: they threaten to multiply; 
they are creatures of chance; their requirements re- 
sult from the individual convictions of the depart- 
ment head who happened at some time to concern 
himself with the matter. Shall this development be 
left to evolution, or shall its intelligent direction be 
assumed? Shall a system be created or a chaos of 
systems be continued? Shall such a system impose 
uniform standards? Or no standards? Or minimum 
tolerable standards? Or adopt as its own the stand- 
ards it finds in each locality? 


What Should Be Done with Respect to the 
Contingent Fee? 


NOTHER problem of government departmental 

regulation of professional conduct is the contin- 
gent fee. This problem is present wherever there is 
law practice. The universal character of the problem 
is some evidence that the contingent fee is a neces- 
sary concession to claimants who need representa- 
tion but do not have or do not wish to jeopardize 
any other asset than the claim involved. That the 
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abuse of the contingent fee is almost as extensive 
as its use indicates the necessity and delicacy of its 
regulation. 


Few who are familiar with the necessities of 
humble people would advocate the abolition or pro- 
hibition of the contingent fee. It is equally certain 
that few who have observed the effect of the con- 
tingent fee would look with favor upon a law practice 
or accountancy practice based entirely on contingent 
fees. The contingent fee when resorted to by the 
attorney as a means of procuring professional em- 
ployment or of enlarging his fees, destroys that sense 
of detachment and professional perspective which is 
the greatest assurance that a lawyer will present his 
client’s case with fairness. A partner in a claim is 
no longer a professional representative. The con- 
tingent fee has led to the presentation of unjustifiable 
claims against the government, and it has led to 
grossly extortionate charges for the performance of 
purely formal matters. Its advocates can point to 
just claims that would have been abandoned had not 
the contingent fee made prosecution possible, and 
its opponents can point to perjury, extortion and gen- 
eral professional degeneracy as its products. 

The bar cannot permanently evade some effort 
to control the contingent fee. What will the 
answer be? 


What Regulations Will Reach the Lawyer Who 
Attempts to Use His Political Influence or 
Personal Relations, or Former Official 
Position with the Department, to 
Promote His Business? 


Y OFFICIAL life is long enough to make my 

testimony interested, and not long enough to 
make it well informed, but your own experience I 
am confident will confirm the observation that very 
few cases relatively are helped by political or per- 
sonal influence. Tactics which indicate a resort to 
political pressure arouse the resentment of honest 
officials and put even weak and unfaithful ones on 
their guard. The country at large does not under- 
stand that a former office holder is held in the same 
esteem in Washington as yesterday’s newspaper. 


However ineffective claims or appearances of in- 
fluence may be in obtaining decisions of the govern- 
ment, they are unquestionably persuasive in obtaining 
business. Taxpayers and even members of the bar 
sometimes employ as counsel men who once held 
positions of influence but who are already discredited 
by thejr efforts to “cash in” on their friendships or 
political connections. Aside from a tendency to dis- 
credit the service, the “influence lawyer” presents a 
problem of unfair competition which the bar should 
aid in suppressing. 


What Responsibility Should Regulations Impose 
Upon the Lawyer Who Presents a Case to a 
Government Department? 


ETWEEN practice in a local tribunal, and prac- 
tice before a department of the central govern- 
ment, there are differences in temptation and in 
opportunity to mislead. In near-at-home practice 
one’s representations are readily tested by neighbor- 
hood knowledge, testimony is subjected to informed 
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and interested cross examination, and a contestant is 
alert to expose deceit or overstatement. Before the 
Departments the test of local knowledge is wanting, 
and the investigations which must serve as its sub- 
stitute are often casual and feeble. Hearings are 
usually ex parte and no interested competitor sits 
ready to expose errors or omissions. The opportunity 
to mislead by, half truths is tempting. Perhaps that 
is why men cautious in ordinary affairs, seem reck- 
less in their representations to the government, and 
it may account for the tendency of officialdom to be- 
come suspicious and exacting. 

The tendency therefore in Federal departments is 
in the direction of increasing the responsibility of 
attorneys for the statements which they make or 
sponsor. Lawyers must assume large responsibilities 
for the accuracy of letters, briefs and affidavits. No 
attorney can in all instances verify the information 
that he must use nor make all statements upon per- 
sonal knowledge. A lawyer’s name upon a document 
should, however, imply his certification that he does 
not know of any inaccuracy, falsity or omission, that 
he has been diligent in searching for all relevant in- 
formation and that the evidence submitted comes 
from sources which he believes reliable. If it shall 
appear that the document is reckless or false, is it 
too much to place upon the attorney the burden of 
satisfying the Enrollment Board that he was not a 
party to the falsity? It is true that this is a reversal 
of the usual rule of burden of proof but it does not 
seem to me an unreasonable burden to place upon the 
bar. 

Everyone who advises a taxpayer in the prepara- 
tion of his tax return must now be named in the 
return. Responsibility for tax advice will be fixed 
at the time the return is made. It cannot later be 
shifted to a lawyer who has obligingly died. This is 
one step in the direction of fixing the responsibility 
of those engaged in tax practice for the results of 
their work. 


What Cooperation in Discipline Will a Committee 
on Enrollment and Disbarment Receive 
from the Bar? 


O GOVERNMENT department desires to be 
constantly spying upon those it recognizes as 
attorneys, nor can a spy system be effective. 
Those who know best the unethical lawyers are 
the lawyers themselves. They know by general repu- 
tation, and they know specific instances of misconduct. 
While I have a school boy’s prejudice against a 
tattle tale, I can see no way discipline can be en- 
forced upon the bar except by the cooperation of 
the bar itself. It must impart information as to the 
identity of fellow tax practitioners whose methods 
warrant investigation. It must call attention to 
specific acts that violate professional obligations. If 
the tax bar regards the fumigation of its household 
as its own job in which it can invoke the aid of the 
Treasury, the effort to place tax practice upon a 
higher plane will be successful. If, however, the bar 
as a whole regards the right to be crooked as a price- 
less possession to be defended by hostility to all 
regulation and governance, the inevitable result will 
be that as a whole it will face a vexatious degree of 
(Continued on page 502) 
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Are Leasehold Improvements Income? 


By CARROLL AUSTIN * 


owner of land derives taxable income upon a 
forfeiture, surrender or abandonment of a ground 
lease thereof, where the landlord comes into pos- 
session of improvements which have been made by 
the tenant pursuant to provisions in the lease requir- 
ing or permitting the tenant to make them. The 
discussion is later broadened to inquire whether 
leasehold improvements are ever income to the lessor. 
These questions are of interest to property owners 
at this time because, on account of the financial difficul- 
ties of lessees, long term leaseholds 
on which costly structures have been 
erected have recently been forfeited, 
and others are now prevented from 
termination only by equity receiver- 
ships which may eventually result 
in forfeitures or surrenders. Again, 
proceedings in corporate reorgani- 
zations under Section 77 B? of the 
Bankruptcy Act may compel lessors 
to accept the rejection of leases and 
thus acquire the possession of im- 
provements which have been made 
by the lessees. Landowners want 
to know what their income tax lia- 
bilities are in such circumstances. 

These circumstances may be classi- 
fied, first, according to whether the 
lease expressly permits or requires 
the lessee to remove the improve- 
ments at the end of the term, and 
second, according to whether the 
improvements when made were ex- 
pected to have a useful life beyond 
the expiration date of the lease. 

Where the tenant would be per- 
mitted or required to remove the improvements at 
the end of the term, but by reason of the premature 
termination of the lease the lessor has acquired the 
ownership and possession of the improvements, the 
Bureau of Internal Revenue holds that the lessor 
receives taxable income when the lease is terminated 
to the extent of the value of the improvements at 
that time.? 

In most long term ground leases, however, the 
lessee is not given the right to remove the fixtures, 
and usually such leases expressly provide that the 
improvements when made shall become and remain 
the property of the lessor. In fact, it is impossible 
to remove, without demolishing, many of the large 
structures such as office buildings, stores, hotels, 
apartment houses, and the like, which are often 
found on long term leaseholds. Commonly, the title 
to permanent improvements to real property, made 
by a lessee thereof, vests in the owner of the fee 
when the improvements are made unless the tenant 
is permitted or required to remove them. Accord- 
ingly, it has been held that where a lessee makes 
improvements which can not be removed without 

* Certified Public Accountant, Los Angeles, Calif. 
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fe first question considered is whether an 
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the lessor’s permission, the lessor receives taxable 
income, tf at all, only at the time when the improve- 
ments are made, i.e., when title passes. When the 
lease is terminated by forfeiture or otherwise, the 
lessor acquires only the possession of that which is 
already his own. The possession so acquired is not 
income.® 

Article 63 of Regulations 77 provides that “When 
buildings are erected or improvements made by a 
lessee in pursuance of an agreement with the lessor, 
and such buildings or improvements are not subject 
to removal by the lessee, the lessor 
may at his option report the income 
therefrom .. .” (a) when the im- 
provements are made, or (b) over 
the term of the lease. The article 
follows the rule laid down in the 
Miller and Cryan cases * by provid- 
ing further: 





Except in cases where the lessor has 
exercised the option to report income 
upon basis (b), if the lease is terminated 
so that the lessor comes into posses- 
sion or control of the property prior to 
the time originally fixed for the expira- 
tion of the lease, the lessor derives no 
income by reason thereof, . (Italics 
supplied.) 

This article pertains to improve- 
ments made in pursuance of an 
agreement, but General Counsel’s 
Memorandum 10969, XI-2 C.B. 64, 
holds that it applies also to im- 
provements made voluntarily by a 
lessee with the lessor’s permission. 

Manifestly, options (a) or (b) 
will be exercised only where the life 
of the improvements is greater 
than the term of the lease because where the life of 
the improvements is shorter than the term, the im- 
provements are expected to have no value to the 
lessor at any time. It seems clear, then, that where 
the life of the improvements is longer than the term, 
and title has not been reserved in the lessee, the Com- 
missioner of Internal Revenue will not assess a tax 
when the lease is prematurely terminated, unless the 
landlord has adopted basis (b). 

But some doubt exists in the minds of property 
owners concerning their income tax liabilities upon 
a premature termination of a lease in those cases 
where they come into possession of improvements to 
which they have title but which they never expected 
to possess because the useful life of the improve- 
ments would have been exhausted at or before the 
expiration of the term. The majority of leaseholds 
on which substantial and costly buildings have been 
erected run for terms exceeding the useful life of the 
structures. 


It is not believed that the Regulations admit of any 
doubt. However, in the appeals of Gilbert Butler et 


3 Miller v. Gearin (C. C. A. Ninth Circuit, 1919), 258 Fed. 225, cer- 
tiorari denied, 250 U. S. 667; Cryan v. Wardell (District Court, Cal- 
ifornia, 1920), 263 Fed. 248. 

4See note 3. 
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al.,> the Board of Tax Appeals held that the value of 
irremovable development work in a mine was income 
to the lessor when the lessor acquired the possession 
and beneficial use of ‘the mine. It was income, the 
Board said, because the life of the development work 
was less than or only equal to the term of the lease. 
The Board distinguished the Gearin and Cryan cases 
for the reason that in each of those cases the life of 
the improvement was greater than the term of the 
lease. The Board seems to have placed too narrow 
a limit on the doctrine of Miller v. Gearin and Cryan 
v. Wardell. The decisions in those cases were not 
affected by the relative lives of the buildings and the 
terms of the leases but turned solely on the question 
of when title to the improvements vested in the 
lessors. The principles laid down by the courts there 
are equally applicable to improvements whose life is 
no. greater than the term of the lease. 

The only ground mentioned by the Board for its 
decision was the uniform position of the Bureau of 
Internal Revenue. It is illuminating at this point, 
therefore, to review briefly the history of the Bureau’s 
attitude on this subject. Prior to 1919-20 when the 
Supreme Court denied certiorari in the Gearin case, 
the Commissioner of Internal Revenue had held that 
a lessor realized income from improvements when 
the lease terminated.® Then, as a result of the Gearin 
and Cryan decisions, Article 48 of Regulations 45 
was amended by Treasury Decision 3062 on Septem- 
ber 1, 1920.7 There followed in 1921, Mimeograph 
2714, 4 C.B. 90, explaining the reason for Treasury 
Decision 3062 and illustrating methods of computing 
income where the life of the improvements is longer 
than the term of the lease. The mimeograph leaves 
unanswered the question here discussed by saying: 

In any case in which the term of the lease is greater 
than the estimated life of the improvement no income 
should be accounted for by the lessor at the time of the 
passage of title (Italics supplied). 

The following language appeared in Articles 48 
of Regulations 62, 65, and 69 when the Butler case 
was decided on August 6, 1926. 

If for any other reason than a bona fide purchase from 
the lessee by the lessor the lease is terminated, so that 
the lessor comes into possession or control of the prop- 
erty prior to the time originally fixed for the termination 
of the lease, the lessor receives additional income for the 
year in which the lease is so terminated to the extent that 
the value of such buildings or improvements when he 
became entitled to such possession exceeds the amount 
already reported as income on account of the erection of 
such buildings or improvements. 

The language in Article 48 of Regulations 45 was 
similar except that the last clause of the quoted 
sentence read as follows: 

the lessor receives additional income for the 
year in which the lease is so terminated to the extent 
that the value of such buildings or improvements when 
he became entitled to such possession exceeds the fair 


market price or value thereof to him as determined when 
the same completed became part of the realty. 


The Butler appeal involved the taxable year 1919 
so Regulations 45 were particularly applicable to that 
case. 

On December 19, 1929, after the Butler decision, 
Articles 48 of Regulations 62, 65, and 69, and Article 


54 BTA 756. 


®°T. D. 2442, 1917; Reg. 33, revised, Art. 4, par. 50; Reg. 45, Art. 48. 
™3 C. B. 109. 
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63 of Regulations 74 were amended by Treasury De- 
cisions 4280, 4281, and 4282 to read substantially as 
Article 63 of Regulations 77 now reads. Article 48 
of Regulations 45 was also amended to the same 
effect at that time by Treasury Decision 4279. It 
is fortunate that Regulations 45 did not contain the 
options which appeared in later regulations because 
when all regulations were amended in 1929, the 
amendment to Regulations 45 clearly disclosed the 
Bureau’s changed position on the subject of prema- 
ture lease terminations, unobscured by the exception 


necessitated by option (b). Article 48 of Regulations 
45 now reads: 


When buildings are erected or improvements made by 
a lessee in pursuance of an agreement with the lessor, and 
such buildings or improvements are not subject to removal 
by the lessee, the lessor derives income at the time when 
such buildings or improvements are completed, to the 
extent of the fair market value of such buildings or im- 
provements subject to the lease. If the lease is terminated 
so that the lessor comes into possession or control of the 
property prior to the time originally fixed for the expiration 
of the lease, the lessor derives no income by reason 
thereof 

This material change in the regulations three 
years after the Gilbert Butler decision removes the 
reason for that decision. It is believed, therefore, 
that the Butler case is not a precedent to be followed 
at this time. When the reason of a rule ceases, so 
should the rule itself. 


A few more observations serve further to show the 
weakness of the Butler case as authority. It made 
no difference to the petitioner whether the Board 
found that the development work was income or not 
because the mine was disposed of in the same year. 
If income, the basis was thereby increased and the 
profit from disposition was reduced accordingly. If 
not income, the profit from disposition was that much 
greater. Either way the total taxable income was 
the same. That probably explains why an appeal 
was not taken and leads to the inference that the 
Board reached its decision on the development work 
issue without the aid of argument or brief by peti- 
tioner. Moreover, weightier and more complicated 
issues in the same case probably detracted from an 
exhaustive consideration of the development work 
issue. There were two dissents, but on what issue 
the report of the case does not say. 


It is now appropriate to broaden this discussion 
and inquire whether improvements made by a tenant 
are ever income to the landlord. So far as the writer 
has been able to find, this precise question has never 
been judicially determined. The Treasury Depart- 
ment has always taken the view that such improve- 
ments are income to the lessor—formerly, when the 
lease terminated and now, when the improvements 
are made—but in what form and on what grounds 
its published decisions, regulations, and rulings do 
not say. A line of Board of Tax Appeals decisions 
holds, also, that a tenant’s improvements are income 
to the landlord when they are made but in those 
cases the petitioners do not appear to have presented 
very strongly the view that the improvements are 
not income. Rather the controversy has often been 
over the time when the improvements were income, 
the theory of their being income apparently being as- 
sumed to be correct in most of the cases. 
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In Gilbert Butler, for example, the petitioner had 
no interest in contesting the Commissioner’s deter- 
mination and the emphasis of that decision was laid 
as to when the improvements were income. The ap- 
peals of Henry I. Brown® and Everett U. Crosby® 
decided, without published reasons and with two 
dissents, that the cost of a furnace installed by a 
tenant was income to the landlord in the form of 
additional rent when the fixture was installed. In 
Shelby D. Scott,’° the petitioner contended that a 
building erected by his tenant was not income when 
constructed because it would be obsolete at the ex- 
piration of the lease. The Board sustained the Com- 
missioner. Joseph L. B. Alexander et al.“ urged that 
they derived no income from a building when it was 
erected by their tenants because, by the terms of the 
lease, they did not acquire title to the building dur- 
ing the taxable years in controversy. Indirectly they 
attacked the view that leasehold improvements are 
ever income. Both contentions failed. The case of 
Cataract Ice Company ** again raised the obsolescence 
argument without success. W. H. Martin ** claimed 
that he received no taxable income because the im- 
provements were not made pursuant to an agree- 
ment between the lessor and the lessee and conceded 
that the regulations and decided cases are correct 
interpretations of the law. The petitioner’s argu- 
ment was not persuasive. The last case in this line 
of decisions is Hewitt Realty Company ™* where the 
petitioner contended that it derived no income from 
the erection of a building by its lessee because the 
lessor had only the title without the enjoyment or 
beneficial use of the building. This contention did 
not prevail. 


An analysis of these cases shows that the Board’s 
decisions rest first, on the failure of petitioners to 
overcome the presumption of correctness of the 
Commissioner’s determinations by direct and forceful 
argument against the theory of income, and second, 
on what is believed to be a misunderstanding of the 
doctrine of Miller v. Gearin and Cryan v. Wardell. 


The Board pointed out in the Cataract ae Com- 
pany case, for example: 
The respondent having determined that the petitioner 
derived income due to the erection of the building 
» such determination is presumed to be correct and 
the burden is upon the petitioner to establish that it was 
erroneous. This the petitioner has failed to do. 


And in Hewitt Realty Company the Board observed 


that the petitioner “cites no pertinent cases in sup- 
port of its position.” 


Miller v. Gearin and Cryan v. Wardell were cited 
in the Gilbert Butler appeal as authority for the’state- 
ment by the Board that “Commonly, permanent im- 
provements placed upon leased property by the lessee 
result immediately in income to the lessor”; and in 
Shelby D. Scott the Board also cited the same cases 
and said: “The theory that improvements placed 
upon leased property by the lessee result immediate- 
ly in income to the lessor has been established by 
the courts.” Now Miller v. Gearin did not decide that 

*4 B. T. A. 1129. 

°4 B. T. A. 1147. 


#9 B. T. A. 1219. 
at to the same effect, 14 B. T. A. 124. 
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leasehold improvements are income to the lessor 
when they are made. That case merely decided that 
the improvements are not income when a lease is 
forfeited. The sole question in that case was whether 
the improvements were income when the lease was 
terminated and the court was very careful, in reason- 
ing to a decision, to say: 

Assuming that the building was income derived from the 
use of the property, we think it clear that the time when it 
was “derived” was the time when the completed building 
was added to the real estate and enhanced in value. (Italics 
supplied.) 

Likewise, Cryan v. Wardell held that improvements 
can not be income to the lessor when a lease is sur- 
rendered by mutual consent because 

. whatever accession of value resulted to plaintiff's 

property from the erection of the building in question ac- 
crued and became vested in her in 1910, and not upon the 
termination of the lease. (Italics supplied.) 
These statements by the courts did not establish the 
rule which the Board ascribes to these decisions and 
which the Commissioner seeks to administer under 
Article 63 of the Income Tax Regulations. 


In Hewitt Realty Company the Board cited with 
approval some interesting dicta of the Circuit Court 
of Appeals for the First Circuit in the case of U. S. 
v. Boston & Providence Railroad Corporation.®* The 
question in that case was whether a lessor’s invested 
capital should include the value of the lessee’s obli- 
gation to discharge the funded debt of the lessor, 
on the theory that the lessee’s assumption of the 
obligation was income to the lessor when the obliga- 
tion was assumed. As a ground for deciding that 
the assumption. of the obligation by the lessee was 
income to the lessor and that the earned surplus 
thus created was a part of lessor’s invested capital, 
the Court cited the Gearin and Cryan cases and said: 

A building erected on leased land under a covenant in 
the lease that it shall become and remain a part of the 
realty and the property of the lessor, is treated by the 
Revenue Department, and properly so, as income of the 
lessor, presumably upon the ground that, on becoming a 
part of the realty, it has enhanced the value of the lessor’s 
property to the amount it has added to its fair market 
value; and while its cost as to the lessee may be treated 
as so much rental and be spread over the term of the lease 
in computing his income tax, the fair market value-it has 
added to the lessor’s property is taxable to the lessor in 
the year in which the building was constructed. 

The assumption or discharge of another’s obliga- 
tion is distinguishable from improving his property. 
In the one case the original obligor is relieved from 
making a disbursement. Hence he has free for his 
own use apart from the property a sum which he 
would otherwise not have. In the other case, there 
is only an appreciation in the value of his property, 
and the owner neither receives nor retains anything 
which he may spend for his separate use and en- 
joyment. 

Acquisition of title to property, per se, is not 
income. Neither is an increase in the value of prop- 
erty, ipso facto, a gain derived from property. Of 
course, where an owner of real estate spends his 
money in improving it he acquires title to the im- 
provements and they increase the value of his prop- 
erty, but that has never been held to be income to 


"35 37 37 Fed. (2d) 670. 
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the landowner. It is a capital expenditure. Again, 
where property is purchased for less than its fair 
market value the difference is not income. Commis- 
sioner v. Van Vorst.*® There are, also, many instances 
of acquisitions of title and increases in value of 
property without any expenditure by the owner; 
and these, too, are not income. A gift, though trans- 
ferring title and enriching the donee, is not income 
to the donee. The owner of forest lands pays no 
income tax on the value of the annual growth of his 
timber. A farmer beside a river incurs no income tax 
liability on the accretion in his land due to alluvion. 
The urban property owner derives no income when 
his property appreciates in value on account of mu- 
nicipal improvements, growth in population, shifts 
of trade, or other causes. A railroad receives no 
income when it is paid subsidies in money and other 
property to extend and improve its lines. Edwards v. 
Cuba Railroad Company.** Many more examples 
could be given. 


If leasehold improvements are income to the lessor, 
they must be income in a form more definite than 
a mere acquisition of title or possession, or an in- 
crease in the value of the property to which they are 
affixed. In Miller v. Gearin, the court said, obiter 
dictum, that the improvements when completed rep- 
resented a prepayment to the lessor of a portion of 
the rental, distributable over the term. But this 
theory, if carried to its logical conclusion, would 
always result in a balance of rent to take into income 
upon a premature termination of the lease. Such a 
result is repugnant to the court’s decision that upon 
a forfeiture there was no income but, instead, a loss. 
Moreover, a search of accounting and auditing text- 
books discovers no authority (except as prompted by 
Article 63 of the Regulations)** for entering tenants’ 
improvements on the books of a lessor when they 
are made and taking the value thereof into income 
ratably over the term. Rent, furthermore, is a peri- 
odical payment for the use of property or the yearly 
profits of lands and tenements. “It must issue out 
of the thing granted, and not be part of the land or 
thing itself;” II Bl. Com. 41. An improvement has 
no periodicity and it is not a thing apart from the 
land to which it is affixed. Finally, if leasehold im- 
provements are rent income to the lessor they must 
be rent expense to the lessee. It has been held, how- 
ever, that expenditures by a lessee for permanent 
improvements to a leasehold are not rental pay- 
ments but are capital expenditures. Duffy v. The 
Central Railroad Co. of New Jersey.’® 

It has been suggested with respect to forfeitures 
of leaseholds that the lessor acquires possession of 
the tenant’s improvements as consideration for his 
cancellation of the lease.2° This theory is untenable. 
A forfeiture results from a default. It is a compul- 
sory termination of the leasehold estate, not a ter- 
mination by agreement. The lessor neither requires 
nor is offered any inducement to reenter, and the 
lessee by yielding possession is not relieved from 
liability for damages for his breach of the lease con- 
tract. By quitting the premises, the lessee confers 


~ 436 C, 4, A. — Circuit, 1932), 59 Fed. (2d) 677. 

1 268 

18 Kester, eed Accounting; Third Revised Edition, 1933, p. 352; 
Accountants’ en, Second Edition, 1932, p. 539. 
1% 268 U.S. 5 
= sae €. C. ii. par. 1898. 
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no benefit upon the lessor to which the lessor is not 
already lawfully entitled, nor suffers any prejudice 
which he, the lessee, is not already bound to suffer. 
A new contract is not made to extinguish the lease. 
And so there can be no consideration in such cir- 
cumstances because consideration is an element of 
contract and nothing else. True, where the improve- 
ments are required to be made, they are perhaps 
partial consideration for making the lease, but they 
are hardly consideration for breaking it. If made 
voluntarily without reservations, title nevertheless 
passes to the lessor when the improvements are 
made. In these circumstances, the improvements are 
probably a gift. They are certainly not consideration 
for anything when the lease is forfeited. 


But where a lease is surrendered, the transfer of 
possession to the landlord may be consideration for 
his releasing the tenant. Possession so obtained by 
the lessor may have value to him. Yet, unless the 
lease reserves title in the lessee, it is the possession 
only and not the ownership of the thing itself which 
the lessor receives. Offsetting any enhancement in 
value of the lessor’s reversion is the detriment which 
the lessor suffers. He has thrust upon him the obli- 
gation to pay taxes, assessments, insurance premiums, 
and other like charges, which under most long term 
ground leases are paid by the lessee. He acquires 
the responsibility of managing the property and pay- 
ing the operating expenses, or of seeking a new 
tenant. It is hard to imagine a case where a land- 
owner can get more income from a property under 
his own management or from a new tenant than he 
could get from a lease where the property has not 
been yielding enough income to pay the ground rent. 
Ordinarily, the property will be of no more value to 
the landowner in possession than it is to the landlord 
subject to the lease. Indeed, it is by no means a rare 
occasion to find a landowner demolishing improve- 
ments to reduce his burden of fixed charges. 


Where a lessor was released from its obligation 
to return a cash deposit in consideration for its ac- 
ceptance of a surrender, the Circuit Court of Appeals 
for the Seventh Circuit held that the amount of the 
deposit, less any loss which the lessor might have 
sustained by reason of the surrender, was income to 
the lessor. Commissioner v..Langwell Real Estate Cor- 
poration.” This case recognizes the proposition that 
a landlord may sustain a loss from a premature 
termination of a lease, but it puts the burden upon 
the landlord to prove the amount of his loss. In the 
case of improvements, however, the question of when 
title vests is controlling. Cryan v. Wardell, supra; 
Kentucky Block Coal Company v. Lucas.?* Therefore, 
only in those cases where title is transferred with 
possession would a lessor have to establish his loss; 
provided, of course, that G. C. M. 9755 is a valid 
interpretation of the law. 


Under the definition of income laid down by the 
Supreme Court in Eisner v. Macomber,™ the placing 
of improvements by a lessee on lessor’s land, or the 
merger of a leasehold estate with the fee, is not 
income. In that case Mr. 


2147 Fed. (2d) 841, reversing — remanding 17 B. T. A. 196; fur 
ther proceedings at 30 B. T. A. 14 

22 (District Court, Kentucky, 1933) 4 Fed. Supp. 2 

33252 U. S. 189, 40 S. Ct. 189, 64 L. Ed. 521, 9 A. sa R. 1570. 





Justice Pitney said: 
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“Income may be defined as the gain derived from capital, 
from labor, or from both combined,” provided it be under- 
stood to include profit gained through a sale or conversion 
of capital assets, . . . —“Derived—from—capital;”—“the 
gain—derived—from capital,’ etc. Here we have the es- 
sential matter: not a gain accruing to capital, not a growth 
or increment of value in the investment; but a gain, a profit, 
something of exchangeable value, proceeding from the prop- 
erty, severed from the capital, however invested or em- 
ployed, and coming in, being “derived”, that is received or 
drawn by the recipient (the taxpayer) for his separate use, 
benefit, and disposal: that is income derived from property. 
Nothing else answers the description. 

This definition has become the accepted test of 
taxable income. It seems clear that it conclusively 
establishes that the improvements are not income at 
any time. The lessor derives nothing of exchange- 
able value severed from the property. He receives 
nothing apart from the land for his separate use or 
advantage, either when the improvements are made, 
or when he comes into possession at the expiration 
of the term or sooner. Nor is there a conversion of 
capital assets. The lessor retains his ownership of 
the selfsame realty at all times. The increase in 
value, whatever it may be, is merely unearned in- 
crement. It is not income, but only the expectation 
of receiving it. 

Let us suppose an abandonment of a leasehold re- 
sulting in the landowner’s coming into possession of 
an office building. What is the measure of his al- 
leged gain? Is it the replacement value of the build- 
ing, its fair market value, its depreciated cost, or 
some other amount? The regulations and rulings are 
silent upon a method of determining the supposed 
gain. Assuming the building to have an appraised 
replacement value of $1,000,000, and that this value 
is the measure of the lessor’s income, what has the 
lessor received out of which he can pay the large 
tax on an income of that amount? The lessor might 
very probably find that he would have to sell his 
property to get funds to pay the tax and, being forced 
to sell in the same depressed market which caused 
the abandonment, he would probably sustain con- 
siderable loss. If the abandonment and the sale came 
in the same taxable year, the landowner might find 
himself in the strange position where he has sold his 
property to pay a tax which he does not owe because 
the loss from the sale offsets the gain from the 
abandonment; or, worse still, if the sale were de- 
ferred to the year in which the tax is payable, or if 
the present limitations upon deductions of capital 
losses prevented a deduction in excess of $2,000, then 
the landowner might find his property practically 
confiscated to pay a tax on a transaction which he 
could not avoid. True, the landowner might borrow 
to pay the tax—if he had not already borrowed to 
the limit—but that would only postpone the evil day, 
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for loans must be repaid and interest must be paid 
also. An exaction so severe is against public policy 
and the intent of Congress if not, as well, the Con- 
stitutional limitations of the Fifth and Sixteenth 
Amendments. 


In numerous ways Congress has unmistakably 
shown a disposition to lay and collect the income 
tax only where a taxpayer has received the means 
of paying it. Permission to defer returning the profit 
from installment sales until the proceeds are col- 
lected; exceptions to the recognition of gain or loss 
in cases of exchanges solely in kind, involuntary 
conversions, and reorganizations; provisions recog- 
nizing gain on certain sales or exchanges only to the 
extent of the amount of money and marketable prop- 
erty received: these enactments all point to this 
conclusion. And the Treasury Department, in its 
administration of the law, has generally recognized 
this intent by appropriate regulations. Indeed, the 
allowance of basis (b) in Article 63 is but a recogni- 
tion of this principle. Moreover, where Congress or 
the Treasury has attempted to depart. from this sound 
policy, as in the case of stock dividends,** and sub- 
sidies to be used for capital expenditures,”> the Su- 
preme Court has granted the taxpayer relief by holding 
the tax to be beyond the powers granted to Congress 
by the Sixteenth Amendment. 

While this construction of the taxing act only re- 
lieves the lessor from the burden of paying an in- 
come tax where he has received nothing with which 
to pay it, yet it does not work to the Government’s 
disadvantage. If the lessor sells or exchanges the 
improvements, the Government will get its tax, pro- 
vided the disposition is one on which the law recog- 
nizes gain and provided the improvements have any 
exchangeable value. And the Government will col- 
lect a tax on a gain undiminished by any basis; i.e., 
the entire proceeds from the sale or exchange of the 
improvements (subject to the computation of capital 
gain) will be taxable income because the improve- 
ments have cost the lessor nothing. On the other 
hand, if the landowner chooses to hold his property 
when he comes into possession, the entire net earn- 
ings from the property, without deduction for an 
allowance for depreciation, will be taxable to him. 
If the improvements have value, there will probably 
be income, since value generally depends upon earn- 
ing power. Thus the Government will collect a tax 
as long as the improvements are valuable enough to 
produce net income, unless other deductions cancel 
the tax liability. More than this the Government 
should not, and it is believed does not, ask of a 
citizen. 





4 Eisner v. Macomber, supra. 
2 Edwards v. Cuba Railroad Company, supra. 

















































Aspects of Recognition of ‘Taxable 
Income Upon the Accrual Basis 


By JoHn L. L. GoLDsTONE * 









I. Accounting Practice as Relating to the 
Accrual Basis 


HE first of the present series of income tax 

acts, i.e., since the adoption of the Sixteenth 

Amendment, was that of 1913. According to 
Section II-A, subdivision 1, and Section II-G (a) of 
this Act, a tax was levied upon “the entire net in- 
come arising or accruing from all sources in the pre- 
ceding calendar year.” These words 
were construed and enforced in the 
sense of taxing income received dur- 
ing the past year. The problem 
was: What constitutes the receipt 
of income ?—the scope of the prob- 
lem being widened by theories of 
constructive receipt. But once it 
was determined that income had 
been received during the taxable year, 
the tax was imposed regardless of 
whether or not the services or con- 
sideration for this income had yet 
been given, or whether income 
could otherwise be considered as 
having accrued according to account- 
ing practices. 

In many instances, however, this 
method of taxation was found to 
produce unfair distortion and was 
impractical of application, particu- 
larly with respect to the larger busi- 
ness enterprises where large inven- 
tories and many and varied assets 
were involved. The next revenue 
act, therefore, for the very purpose 
of overcoming these difficulties,? provided that the 
taxpayer “keeping accounts upon any basis other 
than that of actual receipts and disbursements, unless 
such other basis does not clearly reflect his (its) 
income, may, subject to the regulations made by the 
Commissioner of Internal Revenue, with the ap- 
proval of the Secretary of the Treasury, make his 
(its) return upon the basis upon which his (its) ac- 
counts are kept, in which case the tax shall be 
computed upon his (its) income as so returned.”— 
Revenue Act of 1916, Sections 8 (g) and 13 (d). 


Sections 212 (b) and 232 of the Revenue Act of 
1918, which were re-enacted in the Acts of 1921, 
1924, and 1926, changed the wording somewhat from 
that of the Act of 1916; and are substantially the 
same as Section 41 of the Revenue Act of 1928, which 
was re-enacted in the Revenue Acts of 1932 and 
1934. Section 41 of the Revenue Acts of 1928 and 
1932 reads as follows: 


The net income shall be computed upon the basis of the 
taxpayer’s annual accounting period (fiscal year or cal- 


* New York. [The author’s statement of the subject of the treatise is 
“Accounting Theory as Applied to Determining the Time for the Inclu- 
sion of Litigated Claims as Income Upon the Accrual Basis and the 
Legal Treatment of the Same Subject.’’—Editor.] 

(Footnotes 1-4 on next page) 
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endar year, as the case may be) in accordance with the 
method of accounting regularly employed in keeping the 
books of such taxpayer; but if the method employed does 
not clearly reflect the income, the computation shall be 
made in accordance with such method as in the opinion of 
the Commissioner does clearly reflect the income. If the 
taxpayer’s annual accounting period is other than a fiscal 
year as defined in Section 48 or if the taxpayer has no 
annual accounting period or does not keep books, the net in- 
come shall be computed upon the basis of the calendar year. 


In view of the wording of the 
statutes in force from 1916 to the 
present time, and of the purpose for 
which these provisions were inserted, 
one might think that, except where 
the taxpayer has elected to make 
his return upon the cash receipts 
basis, the year for which the tax 
would be imposed would depend 
upon the time when according to the 
taxpayer's books income accrued, 
provided always that his method of 
bookkeeping clearly reflected his 
income. But this is not so. The 
language of Federal Judge Learned 
Hand in Fraser v. Commissioner of 
Internal Revenue * is illuminating: 

If a taxing act must conform to all 

the niceties of economic fact, we might 
have to answer that question (whether 
carrying charges on land should, accord- 
ing to economic theory, be included as 
part of the cost in determining the 
profit or loss upon a subsequent sale), 
but we think it need not (citing Lynch 
v7. Hornby*). Obviously any such divi- 
sion of value would introduce into the 
assessment of taxes inquiries, speculative, unsusceptible of any 
certain conclusion, and burdensome and dilatory, in the 
extreme. No government is obligated so to clog its opera- 
tions, particularly in its most vital function. Some gross 
accommodation to the economic reality is all that is de- 
manded; it is not fatal that the fit is not perfect. 
These words on “economic theory” are equally ap- 
plicable to “accounting practices” in expressing the 
reasons courts have for disregarding the question 
whether income has accrued upon the taxpayer’s 
books, although the return is made upon the accrual 
basis. These reasons are, the facilitation of collec- 
tion and the theory that it is advisable to levy the 
tax while “the bird is in the hand.” Also it is prob- 
able that accounting practices are frequently ignored, 
simply because the Act of 1913 accustomed the 
courts to thinking in terms of cash receipts. 

But aside from the force of the wording of the 
statutes, unfair distortion results from throwing the 
income in question into a tax year to which it does 
not rightly belong according to accounting practice. 
It therefore appears questionable whether a depar- 
ture from the taxpayer’s fair method of accounting 
is ever justifiable. Judge Hand’s argument on ad- 
ministrative facilitation fails in many cases, where 
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the difficulties of determining a constructive receipt 
would be no less than those of determining an ac- 
counting accrual. The difficulties, generally speaking, 
are the same for both methods, but to the former 
method the above indicated objections of incon- 
sistency and unfairness attach in addition. It has 
been suggested that many of the difficulties of tax 
collection upon the true accrual basis could be re- 
moved by requiring uniform systems of accounting 
and certification of the books by independent audi- 
tors, directly answerable to the Treasury Department.® 


II. What Is Income Upon the Accrual Basis 
According to Accounting Practice? 


SSUMING then that in general courts in levying 

the income tax upon the accrual basis should ad- 
here more closely to the theories of that basis as 
practiced by accountants, let us proceed to investigate 
what these practices and the theories underlying 
them are. The American Institute of Accountants 
defines income ® as: “increase in wealth measured in 
terms of money, accruing or received during a given 
period.” So, according to this definition, income can 
be an increase in wealth, measured in terms of money 
received during a given period. This means-that dur- 
ing a given period the recipient of income has actu- 
ally received wealth whose total monetary value 
exceeds the total monetary value of the wealth with 
which he has parted. Wealth may be money itself 
(coin), horses, diamonds, easements, etc. But usu- 
ally it is money itself, and, for the sake of the greater 
clarity and ease of perception gained by the use of a 


1 Edwards v. Keith, 231 F. 110 os. 1916)—Certiorari denied 
243 U. S. 638, 37 S. Ct. 402, 61 L. Ed. 

The taxpayer, an insurance agent cae Geddeed commissions on each 
renewal premium paid by an insured to whom the taxpayer had orig- 
inally sold a policy, contended that commissions on renewals, paid 
during 1913, of policies sold by him in prior years were not taxable 
income. He relied on the Treasury Decision, form 1040, instruction 14; 
form 1041, instruction 12: ‘A person receiving fees or emoluments for 
professional or other services, as in the case of physicians or lawyers, 
should include all actual. receipts for services rendered in the year for 
which return is made, together with all unpaid accounts, charges for 
services, or contingent income due for that year, if good and collectible.” 

But the court in holding the commissions taxable for 1913, said: 
(P. 113) “no instructions of the Treasury Department can enlarge the 
scope of this statute (Revenue Act of 1913) so as to impose the income 
tax upon unpaid charges for services rendered and which, for aught 
rig one can tell, may never be paid. 

. S. v. Christine Oil and Gas Co., 269 F. 458 (District Court, W. D. 
: ouisiana, 1920). 

Holding that under the Revenue Act of 1913 levying a tax on “net 
income arising or accruing from all sources in the preceding calendar 
vear,” section II-G (b) of which requires income to be ascertained by 
deducting from gross income received during the year the expenses paid 
and losses sustained within the year, “income” includes only what has 
actually been received, so that a corporation which sold property at a 
profit during the year is not liable to taxation on deferred payments 
of the property not represented by notes or secured in any way. 

The court said (P. 459) that though Treasury Decision 2137 might 
be to the contrary, “‘the regulations of the Treasury Department could 
not enlarge the net income made subject to the tax by the terms of 


the act.” 
106 (CCA 3rd, 


See also: Woods v. Lewellyn, 252 F. 1918) and as 
Penn. Mut. Life Ins. Co. v. Lederer, 247 


to deductions: F. 559 (Dis- 
trict Court, E. D., Pennsylvania, 1918). 
S. v. Anderson, 269 U. S. 422 (1925) at P. 440. 

Mr. Justice Stone: “A consideration of the difficulties involved in 
the preparation of an income account on a strict basis of receipts and 
disbursements for a business of any complexity, which had been ex- 
perienced in the application of the Acts of 1909 and 1913, and which 
made it necessary to authorize, by departmental regulation, a method 
of preparing returns not in terms provided for by those statutes, indi- 
cates with no uncertainty the purpose of paragraphs 12(a) and 13(d) 
of the Act of 1916. It was to enable taxpayers to keep their books 
and make their returns according to scientific accounting principles, 
by charging against income earned during the taxable period, the ex- 
penses incurred in and properly attributable to the process of earning 
income during that period; and indeed, to require the tax return to 
be made on that basis, if the taxpayer failed or was unable to make a 
return on a strict receipts and disbursements basis.” 

325 F. (2d) 653 (C. C. A. 2d, 1928). 

Land age in 1905. Market value in 1913 was $19,500. Sold 
in 1920 tor $21,380. In determining a taxable profit the Board of Tax 
xppeals deducted the 1913 value (less depreciation between 1913 and 
1920 for which the taxpayer had been allowed deductions upon his 
returns for those years) from the sale price in 1920. 
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word expressing a concrete object rather than a gen- 
eral category, “money” will be used throughout this 
paper, although at all times “wealth” is really meant.’ 

But again, according to the definition, income can 
be an increase in money accrued during the period. 
Two questions arise: first, an increase over what? 
The answer is, of course, not an excess over the 
money spent or actually parted with during the 
period, but an increase in the excess of the money 
accrued over the liabilities upon the respective bal- 
ance sheets as of the beginning and end of the 
period. The second question then follows: What 
does “accrued” mean? The answer must obviously be 
in terms of some relationship with respect to money. 
Also, it would follow from the answer to the preced- 
ing question that when that relationship exists an 
increase in assets or a reduction of liabilities of such 
nature as to reflect income will result. It should be 
remarked that the word “accrue” is susceptible of 
several meanings.® As used here in the sense of in- 
come being money “accrued,” it means some rela- 
tionship with respect to money necessary to reflect 
income upon the accrual basis (just as “received” 
denotes a particular relationship to money, i.e. pos- 
session, whereby income is reflected upon the cash 
receipts basis). 

Now whether you record the money as it is re- 
ceived or as it is accrued, in the long run either meth- 
od will reflect the true income of the recipient, but, 
accordingly as the one method or the other is used, 
the income will be reflected as of different periods 


On appeal the taxpayer contended that the cost should be determined 
by adding to the original cost in 1905, the carrying charges from 1905 
to 1913, upon which basis a loss rather than a profit would result. 

Held: Order of B. T. A. affirmed. 

See p. 654 of the decision for the ‘language here quoted at p. 2 supra. 

Compare also the language in Appeal of First National Bank of St. 
Louis, 3 B. T. A. 807 (1927), at p. 808. 

4247 U. S. 339, 38 S. Ct. 543, 62 L. Ed. 1149 (1918): 

Holding that by virtue of the Sixteenth Amendment Congress may 
under the surtax provision of the Income Tax Act of 1913 tax as 
income without apportionment dividends declared and paid by a corpo- 
ration to its shareholders after March 1, 1913, whether from current 
earnings or from a surplus accumulated before that date. 

5 Roswell Magill—‘‘When Is Income Realized?” 46 Harvard Law 
Review 933 (1932-1933) at p. 953. 

® Accounting Terminology—Preliminary Report of a Special Commit- 
tee on Terminology. Published under the auspices of the American 
Institute of Accountants, 1931. 

7Income may also be the result of a realized increase in the value of 
an asset (cf. Pitney, J., at p. 207 in Eisner v. Macomber, 252 U. S. 
189 (1919): 

“Income may be defined as the gain derived from capital, Siow, labor, 
or from both combined, provided it be understood to include the profit 
gained through a sale or conversion of capital assets. : In this 
situation the use of the word “money” instead of wealth would lead to 
some confusion. But this situation is not germane to the problem of the 
paper. Its only relationship would be as another example to which 
‘the principles here discussed might be applied. But the principles 
would apply in exactly the same way as they do to the examples or 
situations actually given. Moreover, should such a situation come up, 
et i & simple matter to omit the writer’s substituted word in that 
particular instance and thus avoid any confusion. For the | reasons 
given above in the text, the value of using the word “money” in dis- 
cussing the problem at hand is believed to outweigh this admitted 
inconsistency. 

W. A. Paton, Accounting, 1924, pp. 555-556: 

“In terms of the assets, then, just what does the net income figure 
represent? In answer it must be urged that the income element, like 
most equity items, is related to the asset total rather than to the specific 
asset. Net income measures, from the standpoint of ownership, the 
increase in the total of the assets which has been brought about through 
successful operation (due allowances having been made, of course, for 
changes in investments and liabilities and for income distribution.) 

In special cases, indeed, and particularly where the period under 
consideration is a year, the income sheet may show a favorable income 
figure while the balance sheet shows that the asset total has actually 
been diminished. This means, of course, that current funds have been 
used in considerable measure to extinguish liabilities; income, in other 
words, has been used—in part at least—to retire indebtedness.” 

Compare also: Kester, Accounting Theory and Practice, 3rd Ed., 1930, 
p. 36. 
® Accounting Terminology (see note 6 supra) gives six alternative 
meanings to the word “accrue.” Perhaps closest to the sense here 
intended would be: j 
““(c) to come into existence, as a right or the like.” 
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of time, for an accrual and a receipt do not neces- 
sarily coincide. It is obvious that various relation- 
ships with respect to,money may exist before its 
receipt, but it is also true that relationships may 
vary in the case where it has already been received. 
When it has been shown what relationship account- 
ants consider to be an accrual, it will be seen that 
while an accrual of money may often precede the 
receipt, it does not necessarily exist after the money 
has been received: an accrual then may either pre- 
cede or follow a receipt. 


Theoretically, at least, if taxes are collected upon 
the cash receipts basis, no books would have to be 
kept—a record of all the money physically taken in 
and paid out during the fiscal year would suffice. 
But if the taxpayer elects the accrual basis, it be- 
comes important, in view of the difference in time 
for reflecting income just indicated, to know when 
an accrual arises and is recorded on the books. And 
to know when an accrual arises we must know what 
an accrual is, what relationship with respect to 
money accountants will so record. The writer feels 
that this relationship is the unconditional right to 
or ownership (as opposed to possession) of the 
money. 


When the prospective recipient has an uncondi- 
tional legal right to receive the money, according to 
accounting practice upon the accrual basis, he is 
justified in debiting an asset (or a liability) in sucha 
way as to reflect the receipt of income.* Kester says :'° 

While income is closely related to the procurement 

activities, buying and manufacturing, and grows out of 
them in the sense that well-bought or manufactured goods 
have income possibilities that do not inhere in other goods, 
the fact must never be lost sight of that it is the completed 
sales transaction, giving rise to the relationship of debtor 
and creditor, that brings income into existence. Executory 
contracts give rise to rights and obligations which may 
later result in income, but only the completed transaction 
has all the elements of earned or realized income. 
Kester does not use the word “right” in the Hohfeldian 
sense,"* but he is apparently contrasting the power- 
liability situation under an executory contract with 
the right-duty relationship of creditor and debtor. 


Those accountants who differ from Kester and the 
general modern view indicate that in some instances 
an accrual might result from a conditional right (or 
rather, strictly speaking, a power.) Paton’ gives 
the case where under a contract of sale the goods 
have been completely manufactured and are ready 
for shipment, although not yet physically delivered 
to the buyer. It may be remarked in passing that, 
under these circumstances, in many cases sales law 
would give the seller a full right to payment im- 
mediately. But where the sales law does not so 
apply it will be noticed that anyway under the cir- 
cumstances there is so little left to be done, and that 
by the seller himself, in order to render the right 
unconditional, that the analogy to constructive re- 





10 Kester, Advanced Accounting, 3rd Ed., 1933, 496. 
Compare also: Hatfield, Accounting, 1928, pp. 285. 256. 
Auditing—Theory and Practice, 4th Ed., 1927, p. 373. 
Financial Hand-book, 2nd Ed., 31933, p. 120, 
Paton, Accounting, 1924, p. 628 
nu Throughout this paper “right, ” “duty,” “power,” “liability,” “no 
right,” and “‘privile je” are used in the sense which Hohfeld has given 
them. For Hohfeld’s own exposition of these concepts see: 23 Yale 
Law Journal 16 (1913), 26 Yale Law Journal 710 (1917). 
122,W, A, Paton, Accounting, 1924, pp. 564-566. 


Montgomery, 
Montgomery, 
“Completed Transactions.” 
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ceipt of money springs to mind. Always assuming 
this method of accounting to be justifiable, one might 
still say that the absolute right has been “construc- 
tively received.” Other instances given of apparent 
exceptions are transactions involving ship-building, 
agriculture, conditional sales, etc. Such enterprises 
require special types of bookkeeping different from 
the accrual system, and these examples are therefore 
irrelevant to the question at hand. The writer feels 
that, with a very substantial degree of accuracy, the 
broad statement is true that, according to accounting 
practice upon the accrual basis, in this connection it 
is the unconditional right to receive money which 
determines an accrual. 


This unconditional right to receive money, how- 
ever, need not be presently enforceable. (A “condi- 
tion” as used throughout this paper means something 
which may or may not occur, and therefore a right 
dependent upon such a condition includes Hohfeld’s 
conception of a power—but the passage of time is 
inevitable and therefore cannot be a condition.) For 
example a right to a proportion of the interest on a 
loan is earned day by day, but the creditor cannot 
enforce it before the due date. Again, a completed 
sale gives rise to a right to a payment which cannot 
be enforced before the credit period has expired. 
Modern accounting practice records all such uncon- 
ditional future rights, technically as accrued assets." 

The American Institute of Accountants gives this 
definition :* 


Assets, contingent: Assets, the value or existence of 
which depends upon the occurrence or non-occurrence 
of a certain event or upon the performance or non- 
performance of a certain act. 

In the sense in which the writer has been careful 
to use the term, a conditional right depends upon 
exactly similar contingencies. Since the contingency 
of a conditional right becoming absolute is exactly 
the same as the contingency governing a contingent 
asset by definition, it necessarily follows that when 
the right to money is conditional the asset must be 
contingent. But of whatever kind the legal right to 
receive money may be, and even if it be totally ab- 
sent, as is the case with unprivileged or illegal trans- 
actions, no one could deny that when money has 
been received with an absolute right to retain it income 
has arisen. If you were using the cash receipts basis, 
regardless of any pre-existing legal rights, you would 
record no income before this time. But since a bald 
receipt is all this system requires, it would seem to 
be immaterial whether the right to retain it were 
contingent or absolute. If you were using the ac- 
crual basis, however, you could also dispense with a 
pre-existing legal right and record an accrual upon 
the receipt of the money, undoubtedly if the right 
to retain it were absolute. In this case, the time for 
reflecting income under either method would ob- 
viously be the same. Take the case of Bettinger v. 
Bridenbecker* as an illustration of such a situation. 
Here the plaintiff sued a trustee to enforce her rights 
as beneficiary, but the court gave judgment for the 
defendant upon the ground that the law would not 


13 Kester, Advanced Accounting, 3rd Ed., 
Accounting, 1928, p. 95. 
1933, p. 106. 

14 See note 6. 

4 Bettinger v. Bridenbecker, 63 Barb. 395 (N. Y. 1865). 


1933, pp. 182-187. Hatfield, 
Montgomery, Financial Handbook, 2nd Ed., 
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aid in the enforcement of a trust contrary to public 
policy (the purpose of this one being to stifle prose- 
cution). So of course the plaintiff had no right to 
the money. But if the trustee had in fact paid it 
over, the law would apparently have permitted her 
to keep it. Her right to retain the money would be 
absolute and she would have received income under 
either system of bookkeeping as of the date of its 
receipt. 


3ut fading away from the absolute right to re- 
tain, the receipt of money may be conditioned upon 
terms making it retainable only upon the happening 
of a contingency; for example, money paid in ad- 
vance for services to be performed. If the recipient 
fails to perform, he will be obliged to return it. 
(Here the “conditional right” to retain the money is 
a “power.”) Or again when money is paid for goods 
delivered with a guaranty to make good if they are 
defective. If defects occur, the money received will 
have to be parted with in making good the defects. 
It might be argued that the recipient was only under 
a separate and distinct liability to make good—thus 
viewing the guaranty as a separate and distinct 
transaction. But this is not so, since it is evident 
that the guaranty was part of the consideration given 
for the money. The case then is the same as where 
money is paid in advance of the services (viz. the 
service of guaranteeing — compare insurance, the 
service of assuming a liability for any risks which 
may occur). And the argument that in any case 
the recipient is free to spend the specific coin he has 
received as he pleases, and is only under a separate 
liability to return an equal amount, is overcome as 
soon as one thinks of the result of the situation 
where, instead of fungible coin, a specific chattel is 
given in payment. In any case, the right to retain 
is conditional only and the occurrence of the contin- 
gency thus gives rise to a contingent liability to pay 
the money back, a contingent liability which must 
accompany every debit to cash which is the result 
of such a transaction. 


The difference in concept between a contingent 
asset and a contingent liability comes down to this: 
a contingent asset means that you may get some- 
thing which you now haven’t got; a contingent 
liability means that you may have to part with some- 
thing which you now have. Conceptually speaking 
then a conditional right to receive money would be 
a contingent asset; you may get some money which 
you now haven’t got. And money received with a 
conditional right to retain it would mean that you 
now have an asset, money; but there is also a con- 











16 Montgomery, Auditing—Theory and Practice, 4th Ed., 1927, p. 252: 

“Contingent assets are those which have not been reduced to definite 
money values or assets whose ultimate realization is dependent upon 
the occurrence of some future event. If shown on a balance sheet they 
are not included in the aggregate valuation of the assets.” 

See also Paton, Accounting, 1924, p. 628. 


1% Kester, Advanced Accounting, 3rd Ed. (1933), p. 10: 

“All full-fledged liabilities and all those except such as are so remote 
that either they are not likely to happen or if happening are of so 
little effect as not to make any material change in financial condition— 
all these must be admitted to the balance sheet. It is evident that 
decision as to admission of particular items may differ in businesses 
of different sizes and must rest on all the circumstances in each case. 
3est practice, in case of doubt, is to admit rather than to exclude.” 

See also Hatfield, Accounting, 1928, p. 236 (lines 5-10). 


“: Montgomery, Auditing—Theory and Practice, 4th Ed. (1927), p. 
? 


A balance sheet should show not only what must be paid; it should 
show all contingent debts as well.” 


Sir Arthur L. Dickinson, Accounting Practice and Procedure, 2nd 
Ed. (1922). p. 108—‘‘Reserves for Contingencies.” 
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tingent liability that you may have to part with it. 
But whichever concept be taken of a particular trans- 
action the result on the income statement will be 
the same, because according to good accounting 
practice no contingent asset should be indicated in 
such a way as to reflect income,’* and (practically)* 
all contingent liabilities must be included and de- 
ducted in arriving at the net income.’® Sometimes 
these contingent liabilities are accounted for by set- 
ting up “reserves.” But this makes no difference 
since such reserves should be carried as current lia- 
bilities,*° and Montgomery points out that it would 
be better if all such “reserves” were called “allow- 
ances” in order to make sure that they are deducted 
before showing the net income figure, i. e. to avoid 
any false impression which might result from lump- 
ing them together with net income or surplus “re- 
served” from distribution to stockholders.”° 


To summarize: In pursuing the question, what 
is an accrual, i. e. what kind of a relationship toward 
money is necessary to reflect income upon the ac- 
crual basis, the writer has thus far attempted to 
show that an absolute right to receive money, or an 
absolute right to retain it (permanently) after its 
receipt, gives rise to income reflecting assets. He 
has also indicated that a conditional right to receive 
or to retain money gives rise to assets which are 
either contingent themselves or else are necessarily 
accompanied by a contingent liability. (The differ- 
ence is largely a matter of form or emphasis.) It 
has been shown that, according to accounting prac- 
tice, assets of the latter varieties do not reflect in- 
come. 


This leads to the conclusion that an accrual of 
money means the establishment of an unconditional 
right to it, either before or after its receipt. And the 
corollary follows that the physical receipt of the 
money has nothing to do with the reflection of in- 
come upon the accrual basis.22_ The accrual basis of 
accounting records as income the unconditional own- 
ership, legal or equitable, of money as it arises; as 
opposed to the cash receipts basis, which records 
the obtaining of the possession of money. By the 
process of induction it has appeared to the writer 
that this is the underlying concept which the ac- 
counting practices of the accrual basis all strive to 
express. If this theory is correct, any apparent ex- 
ceptions to it among the accounting practices might 
be explained by a failure on the part of some ac- 
countants to perceive it clearly. But the writer 
would not venture to advance it, were it not appar- 
ently corroborated by at least nearly all of the ex- 


2 Montgomery, Auditing—Theory and Practice, 4th Ed. (1927): p. 
313: “There can be no net income until allowances and_ provisions 
for all expenses and losses have been made. If allowances and provisions 
are called reserves misunderstandings occur and mis-statements are 
made. It is proper to reserve net income or surplus from distribution 
to stockholders.”—P. 314: ‘“‘There would be no objection to the term 
‘reserve for depreciation’ were it not for the tendency to condense 
balance-sheet items by including in one amount all reserves and all 
surplus accounts, and in other cases to show the aggregate of all re- 
serves without differentiating between reserves properly deductible from 
assets and reserves which are segregations of surplus. : 

The word ‘reserve’ need not be used for allowances or estimates 
affecting the valuation of assets, as the allowances may be deducted 
from the assets or if shown on the liability side of the balance-sheet 
may be designated as allowances deductible from specific assets.”’— 
p. 317: “Good accounting practice requires that all the adjustments 
necessary to reduce gross income to net income shall be clearly segre- 
gated from surplus in any form.” 

21 Kester, Advanced Accounting, 3rd Ed. (1933), p. 11: 

“So also income items received before fully earned should be treated 
as not yet realized and should therefore be carried forward into future 
periods.” 
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isting practices of the accrual basis, as advocated by 
the leading modern exponents of accountancy. And, 
if there are any exceptional cases in which income 
upon the accrual basis might justifiably be shown in 
the absence of unconditional ownership of money, 
the transactions involving litigated claims, which is 
the specific subject of this paper, are not among 
them. The writer submits that this theory of ownership 
is the general underlying concept, if not the omni- 
present one, of the accrual basis,?* and that in any 
case it is wide enough for the purpose at hand. Ac- 
cordingly, this theory will now be applied to the 
litigated claim situation to indicate the time as of 
which such claims should be reflected as income 
upon the accrual basis according to good accounting 
practice, in order thus to afford a criterion upon 
which the taxation decisions involving the same sub- 
ject may be judged. 

III. When Do Litigated Claims Become Income 
Upon the Accrual Basis in the Light of the 

Preceding Analysis? 


T HAS been shown that to record income on the 

accrual basis the right to money must be absolute, 
and the proof was that when the right was condi- 
tional no income was shown by accounting practice. 
The kind of right which we are now considering is an 
absolute right to money, the existence of the right 
being denied by the prospective payer. A nice theo- 
retical question arises on the analogy of this con- 
tested absolute right to a conditional right. As it 
has been used in this paper, the term “conditional 
right” includes rights expressly conditional by the 
terms of a contract, and powers, and nothing more. 
Now when you have a so-called absolute right to re- 
ceive money, realistically the collection of the money 
is always contingent (e. g., the continued solvency of 
the payer, the fact that the government does not de- 
clare a permanent moratorium, etc.). This is true 
also, though to a lesser degree, of an absolute right 
to retain (e. g., there might be a rescission of the 
contract). 


Frederick S. Fisher, Jr., says :* 


When we refer to a contingent liability we have special 
reference to the quality of the claim held against the ac- 
counting enterprise. There is a degree of probability, a 
lack of certainty about the future enforcement of the claim 
that forces us to label it “contingent.” The matter is 
nevertheless primarily one of degree. Analyzed carefully, 
even assets and orthodox liabilities are seen to be con- 
tingent. 


All assets, except perhaps cash, are subject to realization, 
are contingent upon being exchanged for cash. This would 
not be so if we pictured the net worth of an enterprise 
as consisting of a group of tangible objects. Such is not 
the case—creditors are interested in obtaining cash, 
“money”—so we are forced to evaluate our objects in terms 
of money and a contingency is at once created. Will such 
a conversion be obtainable when the need for it is pre- 
sented? So it seems that we may define an asset in one 
sense as any new object, tangible or intangible, which may 
in the future be converted into cash. Thus the quality 
which separates fixed assets from current and current from 
“other” assets, may well be described as the degree of 
contingency attending their future conversion into cash, 
and the time when such conversion will normally occur. 





22 Compare: John B. Canning, The Economics of Accountancy (1929), 
Chapter II, “The Nature of Assets.” 

2 From “The Characteristics of Contingent Claims,” a note by Fred- 
arieks S. Fisher, Jr., in Cases and Materials on the Law of Accounting, 
A. A. Berle, Jr., and F. S. Fisher, Jr., Editors, pp. 173-175. 


THE TAX MAGAZINE 








September, 1934 


When we come to the contingent assets and contingent 
liabilities which the accountant considers, we are faced with 
a novel concept. We actually are dealing, not with a con- 
tingent liability, but with a contingent contingent liability. 
When the accountant speaks of a contingent liability he 
is speaking of a claim which in the future may or may not 
become enforceable by legal proceedings. But as we have 
seen above, a claim which can at any time be legally 
enforceable is nevertheless contingent. Therefore, we may 
characterize what the accountant considers a contingent lia- 
bility as a liability whose contingency has been raised to 
the second power—that is to say, there is a possibility that 
a certain claim may probably be enforceable. The same 
arguments and conclusions of course apply with equal 
strength to assets. The measure of contingency there is 
the certainty of conversion into cash. 

So since every income-reflecting asset contains the 
first degree of contingency, it would be possible to 
say that when you had what would otherwise be an 
absolute right to receive money, the mere fact that 
it was contested would not change the class of your 
asset, i. e., that the contingency of winning a law suit 
would be within the first degree along with such 
contingencies as the payer’s remaining solvent, 
despite his double A credit rating, etc. But the proba- 
bilities of receiving money under the contingencies 
properly regarded as belonging within the first de- 
gree are so much higher than the probability which 
exists under the contingency of a law suit that it is 
easy to see why the accountants are justified in 
classing contested claims as contingent assets along 
with those assets depending upon “the strictly con- 
ditional right.** 


Since a contested right to receive money gives 
rise to a contingent asset, or since in the case where 
the money has already been received, it is obvious 
that a claim against it gives rise to a contingent lia- 
bility,”> it follows that, in accordance with accounting 
practice, as indicated above, no income can be re- 
corded during the time the litigation is in progress. 
And of course it is needless to say that, if the final 
decision goes against the claimant, he will never re- 
ceive any income. 


But we will assume that after several years of 
litigation the case has finally been settled in favor 
of the accounting enterprise. Now its absolute right 
to the money is fully established and it has received 
income. Since up to that time no accountant would 
be justified in disregarding the then existent con- 
tingencies, it follows that factually income on the 
accrual basis can be recorded only after a final judg- 
ment in favor of the recipient. It may be noted, how- 
ever, that if prior to that time the contested claim 
is a contingent asset of sufficient importance, its 





* Paton, Accounting, 1924, p. 276: 

“The accountant is sometimes tempted to include in the accounts 
receivable items of somewhat dubious character, such as doubtful claims 
against railways, prospective damages from an unsettled litigation, 
disputed claims for fire loss, and so on. These, however, are examples 
of contingent assets rather than bona fide receivables. At any rate 
it is a safe rule to exclude all such items from the accounts proper, and 
to restrict their recognition to memoranda entries and to footnotes in 
the financial statements.’ 

23 Montgomery, Auditing—Theory and Practice, 4th Ed. (1927), p. 
286: “Damages and other unliquidated claims.—If an auditor finds any 
evidence which leads him to suspect that there may be a_ possible 
liability_of this nature, he should insist on being informed of all the 
facts. He can then form an opinion as to the amount, which should 
oe quseres on the books and balance sheet to provide for the potential 
iability 

See also p. 263 where under “Classification of Liabilities” 


disputed 
claims are listed as an item under “contingent liabilities.” 
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presence may be indicated on the balance sheet in a 
footnote.*® 


3ut then the question arises, shall the income be 
recorded on the income statement of that year (when 
it is first permissible to make any record at all), or 
shall it be recorded retrospectively on the income 
statements for the years in which it would have 
been recorded had the right not been contested. In 
answering this question it might occur to one to 
think about the nature of a right; does the decision 
of the court merely recognize a right which has 
previously existed or is a right the ipso facto result 
of the decision and quaere then what is a right when 
there is no litigation about it? It will be seen that 
this is a highly philosophical question and one which 
encroaches upon the question of what is the law it- 
self. Upon this latter topic enough great minds 
have speculated and differed to indicate the futility 
of further considering the nature of rights here. We 
are concerned only with the accountants’ practices, 
and the theory which the writer thinks underlies 
them, a matter somewhat apart from abstract phil- 
osophy. So the answer to the question of whether 
a contested claim should be recorded as income on 
the date of final judgment or retrospectively as of 
the date on which it would have arisen had there 
been no litigation, will here depend purely upon ac- 
counting practices. For convenience let us call the 
date on which the absolute right would have arisen 
had there been no litigation the “date of perform- 
ance of conditions.” 


It would seem that, if the amount in question is so 
large that to put it into the year of final judgment, 
instead of into the year (or years) of performance 
of conditions, would result in a substantiak distor- 
tion from the size of the usual annual incomes, the 
amount should be entered retrospectively to avoid 
this result; in all other cases the year of final judg- 
ment is the correct date.2*7 The retrospective method 
is to be used only in extraordinary circumstances. 
Montgomery says: 


There are two reasons in favor of the latter practice 
(entering income as of the year when it is first factually 
possible to record receipt of income, as opposed to re- 
trospective entries). In the first place, when charges are 
made against an old book surplus, they will never appear 
in published accounts. Secondly, the most valuable records 
compiled are comparative schedules of earnings and ex- 
penses, and when these are carried along from year to year, 


°° Montgomery, Financial Handbook, 2nd Ed., 1933, p. 106: 

“Claims receivable and other contingent assets——Claims receivable in- 

volving important amounts should not be shown on a balance sheet 
accounts receivable unless proceedings have advanced to @ point 
-e the claim has the status of a liquidated account. 
“Contingent assets are those which have not been reduced to definite 
money values; if shown on a balance sheet, they are not included in 
the aggregate valuation of the assets. (Compare note 16 supra.) In 
nearly all active business concerns, claims exist which are in dispute. 
Taxes may be overpaid, damages may be claimed for infringement of 
patents or for failure to fulfill the terms of contracts. When important 
enough, mention therefore should be made on balance sheets.” (i. e., 
in a footnote.) 

27 Montgomery, Auditing—Theory and Practice, 4th Ed., 1927, p. 570. 

“When items previously charged off are collected, the net proceeds 
should be credited to current income, unless the amount in question is 
extraordinarily large and in that case the credit would be to surplus. 
In a restatement of the operations of prior years an adjustment should 
be made for the extraordinary item.” 

P. 363: “Adjustments of net income of prior periods.—It is proper 
to show deductions from gross income, but there should be no deduc- 
tions from net income except extraordinary items of substantial amounts 
which have no relation to the current period. Every effort should be 
made to avoid this class of deductions.” 

See also: Montgomery, Financial Handbook, 2nd Ed., 1933, p. 120— 
“Net Income.” 


*8 Montgomery, Financial Handbook, 2nd Ed. (1933), p. 121. 
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it is practically impossible to adjust reports which may be 
a year old and of which frequent use has been made. 

But the point is that when circumstances do jus- 
tify a retrospective entry, the receipt of income must 
be recorded as of the date of performance of condi- 
tions. Let it be repeated that what you are record- 
ing as income when you are using the accrual basis 
is accruals of money; and that an accrual of money 
means an absolute right to (absolute ownership of) 
money ; that an absolute right to money arises when 
the contingencies or conditions upon which it turned 
have occurred or have been performed ; that a litigated 
absolute right presents a special case, the litigation 
being classed by accountants as a “second degree” 
contingency along with the contingencies upon 
which conditional rights turn, rather than as a “first 
degree” contingency ; that therefore factually no in- 
come should be recorded before final judgment in 
favor of the accounting enterprise; that when dis- 
tortion would otherwise result (and perhaps influ- 
enced by a feeling that the decision of the court 
merely recognizes a right which has previously ex- 
isted) accountants feel justified in retrospectively ig- 
noring the litigation and in recording the income as 
of the period in which it would have arisen if the 
litigation had not occurred, i. e. the date of per- 
formance of conditions. And from the point of view 
of the accrual basis, it is irrational to select the date 


of any other factors or events for a retrospective re- 
cording of income. 


IV. When Do Litigated Claims Become Income 
Upon the Accrual Basis According to the 
Court Decisions? 


ET us now examine the legal treatment of this 

same subject and compare it with the theory 
and picture of accountants’ practices which have just 
been presented. The latter may serve as a basis of 
criticism for the former, assuming that in view of 
the reasons presented at the beginning of this pa- 
per, the courts should adhere more closely to ac- 
counting methods. The limits of the field are three: 
that the taxpayer be on the accrual basis, that the 
question involve income as opposed to deductions, 
and that the receipt of or right to the income be sub- 
ject to litigation. A study of the decisions in related 
situations, but lacking one of these three factors is 
valuable for analogy and comparison, but the strict 
limits of our subject should be borne in mind. Since 
the Federal law is not authoritatively settled until 
passed upon by the Supreme Court, we shall confine 
ourselves mainly to the opinions of that court and 
to those of the Circuit Court of Appeals which bear 
the sanction of denial of certiorari. 

In North American Oil Consolidated v. Burnet,?® 
oil had been produced and sold during 1916, the profit 
being collected by a receiver pending litigation about 
title. In 1917 a lower court decided the title was in 
the taxpayer and ordered the profits to be turned over 
to it, which accordingly was done. This judgment, 
however, was not affirmed on appeal until 1922. 
The question here was as of what year these profits 





2° North American Oil Consolidated v. Burnet, 286 U. S. 417, 52 
S. Ct. 613, 76 L. Ed. 1197 (1932). 
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should be taxable. As against 1916 or 1922 the 
court chose 1917 in which to impose the tax. 


Brandeis, J., who wrote the opinion, said: (286 
U. S. 417, 423) 


There was no constructive receipt of the profits by the 

company in that year (1916) because at no time during the 
year was there a right in the company to demand that the 
receiver pay over the money. 
Brandeis, evidently holding the view that a legal 
right does not exist prior to its establishment by 
some court, (see first paragraph, p. 479) is then 
so far consistent with the accounting theory of ac- 
cruals, i. e. that an accrual depends upon the estab- 
lishment of an unconditional right. If, however, the 
alternative view is taken, that a court’s decision 
merely recognizes a pre-existing right, then there is 
also justification for the decision of the Circuit Court 
of Appeals in Commissioner v. Brooklyn Union Gas 
Company *° which held that under similar facts the 
income should be taxable as of the year earned. (N. 
B. This was not the exact issue litigated, but a 
strong expression of dictum—see note 30. The dif- 
ference, then, between these two cases as to their 
respective holdings on whether the money was in- 
come for the years earned can be explained as 
amounting to no more than a difference in ideas as 
to when legal rights arise. 

But where the “pre-existing rights view” of the 
Brooklyn Union Gas case is rejected it apparently must 
mean that either one of two views is adopted, either 
the view that rights are co-existent with the deci- 
sions of a court or the view that receipt fixes the 
time for income. But under the first alternative 
view, an interlocutory judgment would not be suffi- 
cient for an accounting accrual. If an interlocutory 
judgment gives birth to a right, it can only be a 
conditional right, conditional upon affirmance—un- 
less of course the parties are content not to appeal.*? 
So under the “co-existing rights view,” to be con- 
sistent with accounting theory, there should be no 
accrual of income before final judgment. As to the 
second alternative, it is sufficient to point out that 
the accrual basis is concerned with the existence of 
rights to money, not with its receipt. Therefore 
the time when money is received, regardless of what- 





2 Commissioner v. Brooklyn Union Gas Co., 62 F. (2d) 505 (CCA 
2nd, 1933). Here litigation involved the legality of certain excess rates. 
In “Rate Cases I” the Gas Company was permitted to collect the 
excess rates, which were then impounded by the court during the liti- 
gation 1916-1919. In 1919 there was an interlocutory judgment for 
the taxpayer, which was then permitted to withdraw the money subject 
to its own bond to return a similar amount in the case of an adverse 
appeal. In 1922 the judgment in favor of the taxpayer was, however, 
affirmed. 


The Board of Tax Appeals held that the money was taxable as of 
the years earned, i.e. when the gas was supplied. But the Commis- 
sioner appealed to the Circuit Court of Appeals upon the ground that 
the income belonged in 1922. The Circuit Court of Appeals said that 
the North American Oil case™* cast some doubt upon the correctness 
of the Board of Tax Appeals decision, with which they would have other- 
wise unhesitatingly agreed. (See P. 506 of the opinion.) But since the 
issue of the appeal was only the correctness of the Commissioner’s con- 
tention, the Board of Tax Appeals was accordingly affirmed. The dis- 
tinction is a narrow and technical one and to the extent that the Supreme 
Court may subsequently accept this decision, it should mean a corre- 
sponding repudiation of the “£1916 issue’ of the North American Oil case. 

The Brooklyn Union Gas case also involved income subject to litiga- 
tion in “Rate Cases II.’”’ The difference here from Rate Cases I lay 
in the fact that the money was permitted to be withdrawn as of the 
date of the interlocutory judgment, but only subject to the bond of a 
security company and also that the company in fact did not withdraw 
some $673,000 before the final judgment. The decision was, however, 
the same, i.e., Board of Tax Appeals, holding it was income for the 
years earned, was affirmed. 
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ever other circumstances accompany it (short of 
an absolute right to retain), is immaterial in deter- 
mining the time of an accrual.*? 


Now Brandeis said (286 U. S. 417, 423-424) that 
it was immaterial for the purposes of this decision 
whether the taxpayer was on the cash receipts and 
disbursements basis or on the accrual basis. This 
statement appears to the writer to be unjustifiable. 
If the taxpayer were using the receipts basis, there 
would be good reason for the holding that the in- 
come was taxable in 1917 when it came into the 
taxpayer’s hands. But if he used the accrual basis, 
from the accountant’s point of view, as has just been 
pointed out, the fact of an interlocutory judgment is 
insufficient to fix an accrual. 


Brandeis goes on to say (p. 424 in 286 U. S.): 


If a taxpayer receives earnings under a claim of right and 
without restriction as to its disposition, he has received 
income which he is required to return, even though it may 
still be claimed that he is not entitled to retain the money, 
and even though he may still be adjudged liable to restore 
its equivalent. 

This statement is also the generally accepted rule 
of the case.** 


It is therefore apparent that the decision is pred- 
icated, not upon the application of an interlocutory 
judgment to the “co-existing rights view,” but rath- 
er upon the second alternative, the physical receipt 
of the money. Stress is also laid upon the circum- 


(Continued on page 508) 





31 Columbus Plate and Window Glass Co. v. Miller, 38 F. (2d) 509 
(D. Ct., S. D. Ohio 1930): 

Here in 1918 the District Court gave judgment against the taxpayer, 
requiring him to pay damages for a patent infringement. Taxpayer 
appealed and judgment was affirmed by the Circuit Court of Appeals in 
1919. Taxpayer appealed to the Supreme Court, but certiorari was 
denied in 1920 and taxpayer then paid the judgment. Taxpayer used 
the accrual basis. Held: the deduction must be taken as of 1920. 

The Court said that Sec. 234 of the Act of 1918 authorizing deduc- 
tions of losses sustained during the year, as explained by Treasury 
Regulation 45, Art. III, and various Treasury Decisions, permitted the 
deduction of items only for which a fixed liability had been determined 
(the decision depending thus upon the statute is not bound by account- 
ing practice) and that the liability was thus fixed by the denial of 
certiorari in 1920. 

But the court said that the parties had had it in their power to make 
1919 the year of fixation, by electing to accept the decision of the 
Circuit Court of Appeals. 

32 Creasey Corp. v. Helburn, 57 F. (2d) 204 (D. Ct., W. D. Ky., 1932). 

This decision takes the view that an accrual may precede, but cannot 
follow a receipt. A taxpayer on the accrual basis was paid in 1928 
ed — to be porformed in subsequent years. Held: taxable income 
or : 

_ But until the services are performed the right to retain the money 
is conditional and the writer contends that an unconditional right to 
the money, whether preceding or subsequent to the receipt is essential 
for an accrual. 

on” v. Helvering, 291 U. S. 193, 54 S. Ct. 356, 78 L. Ed. 433 

In this case the taxpayer, an insurance agent, was not permitted to 
deduct from the commission he received on policies sold during the 
taxable year an estimate of the refunds he would subsequently have 
to make on cancellation of the policies. The taxpayer was on the 
accrual basis. Brandeis, who also wrote the opinion here, said the 
refunds could only be deductible when actually made. He said: (at 
p. 359 in 54 S. Ct. 356) “As to each such commission there arose the 
obligation—a contingent liability—to return a proportionate part in case 
of cancellation. But the mere fact that some portion of it might have 
to. be refunded in some future year in the event of cancellation or 
reinsurance did not affect its quality as income. " When received 
the general agent’s (the taxpayer’s) right to it was absolute. It was 
under no restriction, contractual or otherwise, as to its disposition, use 
or enjoyment. Compare North American Oil Consolidated v. Burnet.” 

Alworth-Washburn Co. v. Helvering, 67 F. (2d) 694 (Ct. of Appeals 
Dist. Col. 1933). 

The question here was whether a profit on a sale in which notes 
were given for the purchase price, should be taxable to the seller in 
1927 when the notes were discounted at a bank by him or not until 
later when the maker of the notes paid the bank at the notes’ maturity 
and so extinguished the taxpayer’s contingent liability as an endorser. 
Held: Taxable income for 1927. In support of the decision the court 
cited among other cases American Oil Consolidated v. Burnet and said: 
(at p. 696) 

_ “In those cases it was held that a taxpayer should return income 
in the year in which it is received without regard to the fact that there 
may be claims against it not determinable until a subsequent year.” 

See also Commissioner v. Brooklyn Union Gas Co.—supra note 30— 
at p. 506 of the opinion. 
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Mechanics of Administering the 
North Carolina Sales Tax 


By HersHat L. Macon * 


HE North Carolina sales tax enacted for a two 

year period yielded six million dollars the first 

year (11 months) or one-fourth of the revenue 
for the general fund of the state. The administra- 
tion of this tax which went into effect July 1, 1933 
has been a new undertaking and experience for the 
Department of Revenue. The lack of precedent on 
which to base rulings resulted in a great many ex- 
perimental decisions some of which have already 
been modified. A survey of the year’s work gives a 
record of the means and methods devised for solving 
the problems which have arisen rather than a picture 
of an ideal administrative system.” 


Previous to 1933 the state had levied a tax on the 
sale of gasoline and a mercantile license tax on 
wholesalers and retailers. The experience with these 
taxes has been of little value in collecting the sales 
tax. Gasoline is distributed through defined chan- 
nels and the tax paid by a relatively few large com- 
panies. The merchants’ license tax schedule made it 
necessary to know only the bracket within which 
the given merchants should pay. The law required 
dealers to keep records of business but the semi- 
annual tax reports were accepted without auditing 
and with little supervision. 


The Sales Tax Act 


The emergency sales tax is levied on merchants 
for the privilege of engaging or continuing in the 
business of merchandising. The rates are 3 per cent 
on gross sales at retail and 1/25th of 1 per cent on 
gross wholesale sales with a minimum wholesale tax 
of $12.50 for each six-months period.” 


The term merchant includes any person or firm 
subject to the tax. A sale is a transfer of the owner- 
ship or title of tangible personal property for a mone- 
tary consideration.’ It includes exchanges of property 
on which a monetary value is fixed and any transac- 
tions whereby the title is intended ultimately to 
pass.* A retail sale is a sale of merchandise in any 
quantity for any use or purpose by the purchaser 
other than for resale. A wholesale sale is defined as 
a sale for resale. The sales of mill machinery, mill 
machinery parts, and accessories for manufacturing 
industries and plants, and the sale of cotton and 
tobacco for processing or manufacture are taxable 
at the wholesale rate.® 


Tax exemption is permitted on the sale of (a) 
gasoline subject to the motor fuel tax, (b) com- 
mercial fertilizers on which an inspection tax is paid, 





* Research Associate, Institute for Research in Social Science, Uni- 
versity of North Carolina. 

1 For a detailed discussion of the practices in different states see Haig 
and Shoup, The Sales Tax in the American State, 1934. 

2Emergency Revenue Act, 1933, secs. 401 and 406. 


3 Tbid., sec. 404. Sales of ‘intangible personalty, real estate, and serv- 
ices are excluded. 

* Tbid., subsec. 8. : 

5 Ibid. subsec. 7. For a detailed discussion of wholesale and retail 


sales see article on “The Distinction Between Wholesale and Retail 
Sales,” Tue Tax Macazine, Aug., 1934, p. 421. 
* Tbid., subsec. 5. 
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(c) public school books on the adopted list, (d) 
sales of products by the producer or processor, (e) 
merchandise sold to governmental agencies, either 
Federal, state, or local, (f) nine basic foods when 
sold at retail, and (g) the resale of articles repos- 
sessed by the vendor or accepted in part payment 
for new articles.*. The tax limit on any single article 
is $10 which places the maximum taxable value at 


$333.33. 


The retail sales of basic foods are exempted upon 
condition that accurate and separate records of such 
sales are kept. The non-taxable foods are wheat 
flour, corn meal, plain and granulated sugar, plain, 
roasted, or ground coffee, fresh or cured meats of 
animals or fish, lard from animal fat and/or vegetable 
substitutes, molasses, sweet milk and butter milk, 
and salt. The exemption is specifically limited to 
these articles excluding their specialized products. 
Meat in cans, jars, boxes, or crates for the retail 
trade is taxed.® 


Imposition of the Tax 


Every merchant must obtain from the Department 
a one dollar annual license for each separate place 
of business operated.® The tax is payable in monthly 
installments due the 15th day of the month succeed- 
ing the one in which the sales were made. If the 
tax liability is not over $10 a month quarterly re- 
turns may be submitted or yearly returns if the tax 
is not in excess of $10 a quarter.’° All taxpayers must 
submit an annual report within 30 days after the 
end of the calendar year. 

Merchants are responsible for preserving records 
of gross income and gross receipts, invoices of goods 
purchased, and all other information necessary for 

calculating the tax. The Department insists only 
that the merchants keep “records showing (a) gross 
sales of tangible personal property, whether taxable 
or not; and (b) all allowable deductions therefrom’’.” 
These records must be kept open for examination by 
the Department which is obligated to inspect the 
reports and recompute any which appear incorrect. 
Excess payments discovered are credited to or re- 
funded to the taxpayer, and additional taxes due are 
payable upon demand with 6 per cent interest from 
the due date. Deficiencies resulting from negligence 
or intent to evade are subject to penalties of not 
over 100 per cent of the deficiency plus 1 per cent 
interest a month.” 

The Department is directed to give written notice 
to each delinquent taxpayer and after waiting 30 
days for a response to make a return from the best 


information available. Penalties are from 10 to 100 

T Ibid., sec. 404, subsecs. 11 and 12, and sec. 405. 

8 The "Department. permits poultry to be classed with the exempt 
meats. Tax immunity does not depend upon the use which the pur- 
chaser may make of the articles. 

® Emergency Revenue Act, 1933, sec. 406. 

10 Thid., secs. 407, 409, and 410. 

11 Revised Rules and Regulations, sec. 26. 

12 Emergency Revenue Act, 1933, secs. 414, and 415. 
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per cent with interest at 1 per cent a month." If the 
tax is unpaid 60 days after it is due the Commissioner 
shall enforce the payment just as for other state 
taxes.** 

It is a misdemeanor punishable by a fine of not 
over $500 or 6 months in prison or both for any 
person to fail to make a return, to submit a false 
or fraudulent return, to aid another in an attempt 
to evade the tax, or to refuse to offer testimony 
when requested to do so by the Commissioner of 
Revenue. Any person who knowingly swears to a 
false or fraudulent statement is guilty of perjury. A 
company for which a false statement is submitted is 
subject to a fine of $1,000.*® 


Administrative Organization 


The Department of Revenue, which administers 
all state taxes, consists of a Division of Assessments 
and Collections and a Division of Records and Ac- 
counts. Each Division is under a Director who is 
responsible to the Assistant Commissioner and/or 
the Commissioner of Revenue. During the first few 
months of the existence of the sales tax a Sales Tax 
Division, with a Director and an office force of seven- 
teen members, received the sales tax payments, 
handled the receipts, and filed the reports.*® At pres- 
ent all tax payments are made to a central office 
where the money or checks are removed and the 
reports sent to the proper offices for examination and 
filing. The force handling the gales tax exclusively 
is composed of only five or six persons.’” 

There are 56 field deputies whose duties are to 
represent the Department in the 52 collection districts 
of the state.** These men answer questions from the 
taxpayers, assist in the preparation of tax reports, 
receive taxes in the field and at their offices, collect 
taxes from delinquents, and audit the books of the 
taxpayers. Since the sales tax was introduced 38 
field men have been added to the staff but they were 
employed for the administration of all taxes and not 
specifically for the sales tax. The sales tax requires 
half or a little more than half of the time of the 
deputies.’® 

The Department has sponsored two state wide and 
ten or twelve regional meetings within the past year 
to instruct the deputies for the successful perform- 
ance of their duties. A state wide meeting held in 
Raleigh during the first week in May emphasized 
auditing; whereas, earlier meetings had devoted 
more attention to other matters. 


Collections 


The Department mails forms to licensed mer- 
chants for reporting taxable sales. These blanks ask 


18 Thid., sec. 415. wm 

14 Tbid., sec. 418. Any aggrieved person may petition the Depart- 
ment for a hearing. A person who pays a tax improperly charged may 
enter suit for recovery in the Superior Court of the County. No 
injunction shall be awarded by any court or judge to restrain the 
collection of the tax. Jbid., sec. 417. 

13 Tbid., sec. 422. 

16 The entire Department has been reorganized since the sales tax act 
became effective. Some 8 or 9 special divisions were abandoned in 
favor of an integrated department. 

11 The office force of the Department numbered 86 before the sales 
tax was enacted. The Assistant Commissioner declined to state the 
present number but indicated that it is smaller. Interview, May 1934. 

18 The maximum number of field men was 62. During rush periods 
a few additional clerks may be employed. 

1#In the more populous and wealthy counties the income, inheritance, 
and franchise taxes require relatively more time than in the rural 
counties. 
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for cash and credit sales, collections on accounts, 
deductions, exemptions, net taxable sales and the 
tax computations. The annual forms include an af- 
fidavit and require a summary of the returns sub- 
mitted during the year. The annual reports are 
intended to correct errors in the hastily prepared 
periodic reports but in practice they have proved to 
be a tabulation of the periodic returns just as they 
were originally presented. Some merchants have 
asked the Department to furnish monthly or quar- 
terly data for preparing the annual reports. 


According to law, the tax is payable by mail to 
the Commissioner of Revenue; however, the deputies 
make a sizable part of the collections.2° The number 
of returns and the yield by months are shown below. 
The monthly figures are tabulated according to the 
date of receipt. 


SALES TAX COLLECTIONS IN NORTH CAROLINA * 


Number of Amount of 
Returns Tax 


$350,813.41 
408,651.42 
552,119.87 
587,318.34 
578,700.68 
810,519.10 
462,470.06 
462,378.71 
627,785.53 
569,268.49 
556,580.07 

* Letters from Mr. Harry McMullan, Director of Assessments and 
Collections, May 8, and July 25, 1934. If the business is uniformly 
distributed throughout the year merchants whose sales are below 
$1,333 annually make only one report a year. If total sales are between 
$1,333 and $4,000 quarterly returns are due. Monthly reports are 


required if the sales are $4,000 a year or above. The annual reports 
required of all taxpayers have not been tabulated separately. 


Month 
September 


November 
December 
January 
February 
March 


Considerable time has been consunied in devising a 
satisfactory method of securing the names of delin- 
quents. The field men cannot visit all merchants to 
see that each periodic payment is made. A fluctuat- 
ing list of some 33,000 licensed mercantile establish- 


ments is available. The first report on delinquents 
supplied to the deputies was obtained by removing 
from this list the names of the merchants who paid 
the tax.” It was not very useful because no allow- 
ance was made for consolidated returns, merchants 
not required to make monthly payments, businesses 
filed under two or more names, changes in ownership, 
or retirements and failures. At the last state wide 
meeting referred to above the deputies were given 
access to the files of the Department and with the 
assistance of the office force each man made his own 
list. This method was an improvement and will 
probably be used in the future. An actual investiga- 
tion is required before delinquency can be definitely 
determined.?? 


The first criminal prosecutions for violation of the 
sales tax act were at Winston Salem, July 19, 1934. 
The indictments were for failure to make returns as 


21 Such a list can be readily prepared from the addressograph machine. 

22Two deputies in one district estimated that they were collecting 
70% of the sales tax. Conditions there apparently are not exceptional. 

22 Letter from Director of Assessments and Collections, May 8, 1934. 
To quote the letter further, “Of the merchants audited, I may say that 
there are very few. in fact practically none, that are known to be 
delinquent. I would say not more than eight or ten in the State and 
these are the ones who are ascertained to be due a return and have 
not made it, but in each case have promised to make the return. In 
such cases we serve notice of delinquency on them and they are allowed 
thirty: days under the statute before a return can be compelled.” 
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requested by the act. The two merchants involved 
were fined $25 each and costs and given suspended 
sentences of 3 months.” 


The field agents have devoted most of their time 
the first year to giving instructions for making re- 
ports, answering questions, and checking the delin- 


quents. The more exacting task of auditing has only 
begun. 


Interpretations and Rulings 


The Department recommends that both cash and 
credit sales be reported for taxes at the time of 
sale but merchants are permitted the option of pay- 
ing upon a cash or collection basis provided accurate 
records are kept to show the tax liability.** If gross 
sales are reported the merchant may deduct such 
uncollectible accounts as are marked off for income 
tax purposes. Sales of tangible personal property are 
taxable without the deduction of any expense.” 
Cash discounts taken by the purchaser, interest, and 
carrying charges are excluded from taxable sales.2° 
Any amount which is deducted upon the return of 
containers is not taxed.?’ 


Merchants are allowed to choose one of the five 

methods given below for calculating the deductions 
for tax exempt sales. (1) Separate sales records for 
taxable and non-taxable sales may be kept. (2) The 
amount of the deductions from gross sales may be 
determined by adding the estimated profit margin 
to the combined purchase of non- taxables as shown 
by invoices. (3) The percentage non- -taxables were 
of total sales for the previous year as shown by 
established accounting procedure may be subtracted 
from the gross sales of the current year. (4) To 
secure the exempted amount the estimated margin 
of profit may be added to the purchases of non- 
taxables during the tax period plus the inventory 
of non-taxables at the first of the period less the 
closing inventory of non-taxables. (5) The store- 
house or warehouse invoices of non-taxables at sell- 
ing prices may be deducted from gross sales.”* Either 
method selected is subject to examination or verifica- 
tion by the Department and when approved may 
not be changed without the authority of the Com- 
missioner. 


Sales by persons not in the business of selling are 
casual sales and tax exempt. Infrequency of sales 
does not give immunity from the tax if selling is 
the person’s business or part of his business. “Thus, 
a physician may only occasionally make a sale of a 
medical appliance to a patient, but if he does sell it 
as a part of his business he becomes a merchant and 
is subject to the retail tax”.2® Pure barter is not 





2%3The merchants filed notice of appeal. Winston Salem Journal, July 
20, 1934. Mr. McMullan, Director of Assessments and Collections, 
stated in a letter July 25 that: ‘Following the indictment of the Winston 
Salem merchants many other merchants there filed their returns. I 
may say, that these delinquents were principally in the City Market 
and included in many cases those selling products raised by them on 
account of which many of them had gained the idea that they were not 
taxable. As one did not pay, another did not and so on. After this 
was corrected compliance was secured.” 

24 Revised Rules and Regulations, secs. 16 and 27. 

2 Tbid., secs. 7, 8, and 25 

°6 Thid., 28 and 29. 

a7 Ibid., sec. 62. The practice is to include transportation charges with 
taxable sales only if the sale is made for a delivered price. Installation 
charges are not taxed when billed separately. Jbid., sec. 74. 

*% Tbid., secs. 17-23. If a merchant selecting method (1) reports sales 
for taxes on the cash basis it will be necessary for him to keep separate 
records of non-taxables in the accounts of charged sales. 

 Tbid., sec. 48. “‘Such sales as those at a church bazaar conducted 
on infrequent occasions are occasional or casual sales,” 
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taxable but if goods on which a monetary value is 
fixed are exchanged by merchants the transaction 
is taxable.*° Sales through vending machines or other 
automatic sales devices are taxable to the owner or 
the operator of the particular place of business in 
which they are located.** Sales in interstate com- 
merce are not taxable if the facts clearly demonstrate 
that such sales are entitled to that classification. 
Goods in North Carolina at the time of sale and de- 
livered to a purchaser in the state are intrastate sales 
regardless of the residence of the seller or the pur- 
chaser. Before exemptions may be secured for inter- 
state shipments the merchant must give the date of 
sale, the point of origin, and point of destination and 


state the facts on which the claim for exemption 
rests.*? 


The sales of repossessed articles and of used 
articles accepted as part payment for new mer- 
chandise are conditionally exempted provided the mer- 
chant claiming such exemption submits a schedule 
of information for each article. The facts required 
are (a) the date of the transaction, (b) the name 
of the person from whom the article was obtained, 
(c) the date a repossessed article was sold to the one 
from whom it was repossessed, (d) a description of 
the article, and (e) date and name of the purchaser.*® 
The exemption applies only to the first trade-in of 
used goods for new ones and upon condition that 
the full sales price of the new article is taxed. A 
dealer who reports his sales on a cash basis must 
pay the retail tax on all his sales of second hand 
articles. If an article is repossessed and the tax has 
only been paid on the cash collections the sale of the 
repossessed article is taxable on an amount equiva- 
lent to the untaxed part of the original sales price. 


Services sold with property are not taxable pro- 
vided the charges for goods and services are sep- 
arated. Professional persons, barbers, beauty shops, 
and jewelry repairers are in the business of render- 
ing services and are not subject to the sales tax 
either on the services or the small amounts of prop- 
erty sold incidental to the services.** Eye glasses or 
other optical supplies sold by an optometrist are 
taxable but the charge for service of eye examination 
is not taxable.*® Funeral directors pay the retail tax 
on the sale of merchandise but not on the services of 
embalming, furnishing the hearse, or grave digging.** 
Photographers are not taxed on the charges for film 
development but they are on the sale of photo- 
graphic supplies.** The sales of newspapers and 

magazines are subject to the tax but the sale of 
advertising space in newspapers and magazines and 
the sale of outdoor advertising are not taxable. The 
tax has not been applied to the sales of water, elec- 
tricity, or other public utilities.*® 





% Tbid., sec. 80. If a merchant exchanges merchandise with a farmer 
for farm produce the merchant is taxable but the farmer is not if he is 
the producer. 


31 Sales through such devices by wholesale merchants are liable for 
both the wholesale and retail tax. 


32 Revised Rules and Regulations, sec. 41. 
33 Tbid., sec. 46. 


% Ibid, secs. 68, 70, and 72. The professions listed are physicians, 
dentists, architects, artists, and veterinarians. 


% Thid., sec. 66. 
87 Tbid., sec. 69. 
38 Tbid., sec. 71, 


%° Gross sales of utilities are taxed at 6 per cent under section 203 
of the Revenue, Act of 1933. (Public Laws, 1933. Ch. 445. 
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The sales tax does not apply either to merchandise 
which is manufactured or fabricated by the vendor 
or to the sales of the products of farms, forests or 
mines by the producer. But the exemption does ex- 
tend to manufacturers or producers who become mer- 
chants in the accepted meaning of the term and 
maintain stores for the retail sale of their products.*° 


The interpretation is that any producer who en- 
gages in the retail selling of his products from stocks 
kept for sale is a merchant subject to the retail tax. 
For illustration an ice cream manufacturer, a florist, 
or a producer of mixed feeds who sells his product at 
retail is subject to the tax.‘ Producers’ sales of 
articles made to order or made up and sold directly 
to the consumer are exempt. The producer may keep 
samples for the customers to select from but if the 
merchandise sold is made specifically for the pur- 
chaser it is not taxable. Sales of medicine or drugs 
prepared according to a doctor’s prescription or the 
order of the customer, eye glasses surfaced or edged 
by the vendor, pictures printed or finished by a 
photographer, printed matter prepared on the order 
of the purchaser, and sales of meals by hotels, cafe- 
terias, restaurants, and boarding houses are exempted 
from the tax.*? If the producer sets up a stall or a 
store for retail selling his sales are taxable at the 
retail rate. 


Sales of materials to manufacturers or producers 
are subject only to the wholesale tax if such mate- 
rials are to become ingredients or component parts 
of the tangible personal property produced. Ma- 
terials used in repair work are not taxable if fabri- 


cated in the process and the form substantially 
changed. 


Merchants are authorized to shift the retail tax to 
the consumer and are guilty of a misdemeanor if 
they advertise in any way that the tax is not con- 
sidered an element in the price of goods sold. The 
Commissioner of Revenue is charged with the duty 
of promulgating and enforcing uniform rules by 
which the retail merchants shall add approximately 
3 per cent to the sales price of their goods. The 
merchant may show the tax as a separate charge or if 
he prefers he may include it in the price of the mer- 
chandise. The tax collected from the customer is not 
included in gross taxable sales.** 


When the sales tax was enacted the Department 
divided merchants into four classes according to the 
prices of articles sold and published a separate sched- 
ule for each class to use in shifting the tax.*® After a 
trial of one month a single schedule was prepared for 
the use of all merchants. The brackets apply to sales 
from 10 cents to $1.05. For a larger amount 3 per 
cent is collected and the minor fraction of a cent is 
disregarded. The schedule which follows must be 


posted by every merchant so it may be seen by the 
customer. 





4 Emergency Revenue Act, secs. 401, 404, and 405. 
“1 Revised Rules and Regulation, sec. 34. 


es Ibid., secs. 52, 66, 67, 71, and 73. All drinks sold at soda foun- 
tains or soft drink stands are subject to the 3% tax. No exemption 
is allowed if the drinks are processed or mixed. See Revenue Act, 
sec. 144 and Regs. sec. 61. 


#3 Thid., Sec. 49. 


“ Revised Rules and Regulations, sec. 13. The taxable base may be 
found by multiplying the gross sales including the tax by 100 and 


dividing by 103. Some merchants keep the tax collected separate from 
the receipts from merchandise. 
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The “one trading period” rule enables a purchaser 
to buy at different counters or departments within 
the same store and pay the tax upon the total pur- 
chases made during a single visit to the store. Such 
sales are usually recognized by sales tickets, cash 
register slips, or by an oral statement that the cus- 
tomer is entitled to buy a specified amount of mer- 
chandise tax free.*’ 


Summary and Recommendations 


A smoothly and efficiently operating administrative 
machine can hardly be expected for an emergency tax. 
Considerable time and effort are needed for planning 
and experimentation and for securing a trained and 
efficient personnel.*® The temporary tax is subject to 
the hazards of a brewing or active political opposi- 
tion. Its acceptance as a permanent source of revenue 
would strengthen the administration. 


The general cooperation and integrity of the 
taxpayers are indispensable to efficient sales tax collec- 
tion. No reasonable number of field men can sub- 
stitute for this basic support. Granting that most 
taxpayers must be relied upon to make reports with 
a minimum of supervision it is essential that an active 
staff be ready to audit the records of businesses which 
submit reports of doubtful accuracy and to promptly 
locate and prosecute the delinquents. Sales records 
of merchants should be checked or audited occasion- 
ally to protect the honest merchants and to maintain 
a wholesome respect for the law. The experienced 
investigator can make a satisfactory appraisal of the 
majority of the returns from such evidences as the 
purchase records, the relative size of the store, 
the number of employees, the quality and quantity of 


the inventory, and the sales records of the whole- 
salers, 


The present number of field men is insufficient to 
perform the multiple duties involved. In addition 
to administering other state taxes, each deputy is re- 
sponsible for an average of 600 licensed mercantile 

(Continued on page 506) 


# Merchants with no sales under 17 cents were directed to collect 
the tax from purchasers under schedule 1, which applies the 3 per 
cent tax and disregards the minor fraction of a cent. Merchants whose 
sale of articles priced under 17 cents amounted to less than 5 per cent 
of gross sales were taxed under schedule 2. If such sales amounted to 
over 5 per cent of the total schedule 2 determines the collections. If 
25 per cent or more of gross sales were derived from the sale of 
articles priced 10 cents or less the taxes were determined under schedule 


4. These schedules which were in effect during the month of July, 
1933 are given below. 





Tax Schedule 1 Schedule 2 Schedule 3 Schedule 4 
Ea Fe $ .01-$ .16 $ .01-$ .16 $ .01-$ .13 $ .01-$ .10 
Me ac aie <a .17- .49 By See -14- .33 cS ae 
» | al Dae -50- .83 .34- .66 .34- .66 .34- .66 


. res a -84- 1.16 -67- 1.00 -67- 1.00 -67- 1.00 




















46 This schedule has been in effect since August 1, 1933. A ruling 
issued December 4, 1933, enables merchants to sell bread in single 
units at 934 cents plus % cent tax. 

47 Revised Rules and Regulations, secs. 82 and 84. Merchants are 
expected to make arrangements whereby the purchases of one trading 
period may be recognized. 

The late Dr. T. S. Adams stated before the House Ways and 
Means Committee of the 72nd Congress that “it is not worth your while 
to adopt a Canadian sales tax for a short period of time because to 
put it over you ought to have an administrative machine so well built 
up and so large that you could not be justified in creating it for a 


temporary tax of two or three years.’’ Hearings on Revenue Revision, 
1932, p. 260, 
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THE POWER OF CONGRESS TO 
LEVY TAXES FOR DISTRIBU- 
TION TO THE STATES 


E. M. Perkins, Institute for Research in 
Social Science, University of North 
Carolina 


12 North Carolina Law Review, June, 
1934, pp. 326-349 


Twenty-five years ago Professor Seligman 
| sugested a plan of federal collection of 
taxes and distribution of the proceeds to 
the states. He could see no other escape 
' from the difficulties inherent in taxation. 
| In the intervening quarter-century some 
| of the difficulties have partly subsided; 
others have arisen. The clause of the 
federal estate tax which allows the tax- 
payer a credit on his federal tax for taxes 
| paid to the states has largely eliminated 
inheritance tax havens (44 Stat. 70 (1926)). 
| Court decisions, especially on inheritance 
/ taxes, have so marked out the states’ tax- 
f ing jurisdiction as to decrease double tax- 
} ation (281 U. S. 586). On the other hand, 
| although the income tax states are growing 
in number, so long as there are states with- 
out income taxes and so long as the tax 
laws are diverse, individuals and corpora- 
tions will conduct their affairs to take ad- 
ivantage of these opportunities (43 Fed. 
| (2d) 226). Wealth and income have become 
increasingly the product of national activity 
and consequently the problems of allocation 
» are more troublesome (254 U.S. 113). As 
the volume of interstate commerce has ex- 
_ panded the problem of its partial immunity 
\from taxation has grown in importance. 
A new development has been the increas- 
ing utilization of the same sources of rev- 
» enue by the state and federal governments. 
Another is the adoption of general sales 
taxes by a number of states with the dis- 
covery that the Commerce Clause con- 
) tributed to the prevention of their completely 
| effective application. 
This situation has led to recent proposals 
ifor federal collection and sharing with the 
states of the inheritance tax, the corpora- 
tion, and personal income taxes, the tobacco, 
gasoline and liquor taxes, and a general 
sales tax. Proposals for federal collection 
and apportionment of liquor taxes have 
imet with defeat, due in part, it seems, to 
to the difficulty of arriving at a satisfactory 
»method of apportionment. Collections, as 
ssuch, are not a satisfactory measure of 
happortionment. Consumption could be 
used as a basis in the distribution of gaso- 
line, tobacco and liquor revenue but it 
would be impossible to determine what part 
jof the income tax and inheritance tax was 
Hcontributed by each state. Of course the 
amount collected in each state is known, 
= collections are not a fair measure of 









































contribution. It cannot be known how 
much the economic life in one state con- 
Htributed to the incomes and fortunes that 
Hare accumulated in another. 
The methods of distribution so far dis- 

cussed are attempts to return to each state 
#an amount proportionate to the taxes paid 
@by the economic life of the state. Opposed 
Hto this is the view that the sharing should 
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DIGESTS OF ARTICLES ON TAXATION IN CURRENT 
LEGAL PERIODICALS 





be on a basis which will engender an 
equality in governmental advantages. This 
view emphasizes the national character of 
our life. 
should be the measure of distribution. 


revenues to the states? Or, has Congress 
the power to levy taxes for distribution 
to the states? 
that the framers of the Constitution ever 
anticipated that the federal government 
would collect taxes for the support of 
the states. 
taxes 

for the common defense and general wel- 
fare of the United States,’ has been one 
of the most controversial in the Constitu- 
tion. 
to these words by the legislative and ex- 
ecutive branches of the government is that 
Congress may levy taxes and appropriate 
money for anything that it considers to 
be for the general welfare, whether or not 
the purpose falls within the more partic- 
ularly specified powers of Congress. 
the theory of expending money to provide 
for the general welfare the federal gov- 
ernment has engaged in activities which 
could be justified under other clauses of 
the Constitution only by straining of the 
imagination. 
the activities of the Department of Agri- 
culture and of the Department of Labor 
and appropriations for the advancement 
of education, the promotion of maternity 
and infancy hygiene and for vocational re- 
habilitation, among others, would seem to 
rest on this theory. All of these measures 
in recent years were enacted by sizeable 
majorities, and when proponents have the 
necessary votes they generally do not dis- 
cuss constitutional questions at length. The 
view usually stated was that legislation of 


question of its constitutionality was a thing 







welfare enunciated as the justification for 


federal 
in relation to the proposal for federal col- 
lection and distribution. 


















































































































If Congress has the power to subordinate 
state claims to those of the federal Tréa- 
sury in order to protect its finances it 
should have the power to collect taxes 
for distribution to the states if that is 
necessary to safeguard the federal revenue. 
The suggested plan does not purport to 
go to the extent of forbidding the states 
to levy taxes on subjects selected by the 
federal government. The states would be 
at liberty to continue their tobacco taxes 
or any of the others, but if they did they 
would not share in the distribution. Of 
course the proposal is designed as much 
if not more for the benefit of the states’ 
revenues as for those of the nation. 

The constitutionality of federal aid has 
never been passed upon by the courts. It 
is believed that it is not desirable to try 
to prevent a test of the constitutionality 
of federal aid for particular projects or of 
federal collection of taxes and distribution 
to the states. There should be a decision 
on the merits of the power of Congress 
to levy taxes to provide for the general 
welfare. It is unlikely that the federal 
government of 1789 had the constitutional 
power to levy taxes for distribution to the 
states but it is just as probable that such 
a procedure is within the constitutional 
power of the federal government of 1934, 
for the Constitution of today is that of 1789 
plus nearly a century and a half of growth. 


Population, according to this view, 


Has Congress the power to distribute 


Certainly it is improbable 


The phrase, “to lay and collect 
to pay the debts and provide 


The prevailing interpretation given 


Upon 


Appropriations for many of 


RECENT DEVELOPMENTS IN IN- 
COME TAX AVOIDANCE 


George T. Altman, Special Lecturer in In- 
come Tax Law, Northwestern University 


29 Illinois Law Review, June, 1934, 
pp. 154-173 


Tax avoidance is the prevention of tax 
liability, by means within the law. Tax 
evasion is the escape from taxes by means 
which the law cannot sustain. The in- 
come tax, particularly as now levied by 
the federal government and the various 
states, contains within itself the seeds of 
its own avoidance. The removal of income 
from the higher to the lower brackets has 
been a particularly fertile source of tax 
avoidance. If a man has a large income 
from property, there is nothing to prevent 
his giving a part of his property to his 
wife so as to divide the income between 
the two of them and thus keep it in the 
lower brackets. Husband and wife may 
file joint or separate returns in any year 
under the federal income tax law. It has 
been held that joint returns cannot be 
required, since that would mean determin- 
ing one person’s tax on the basis of another 
person’s income, thereby violating due pro- 
cess. Of course the gift must be bona fide. 

A method of tax avoidance much akin 
to the gift between members of a family 
is the transfer from corporation to stock- 
holders by way of sale or liquidating divi- 
dends. The same effect, as in the case of 
a sale to the stockholders and a resale by 
them to a third party, may be produced by -« 
a distribution of the corporation’s assets 
to the stockholders in liquidation, and then 
the sale by them of the assets to the third 


this sort was of long standing and the 


of the past. Only rarely was the power 
to levy taxes to provide for the general 


Congressional action. The nature of these 
subsidies should be considered 


There have been 
grants of money from the federal treasury 
for the purpose of aiding the states in 
carrying on specified projects. Their en- 
joyment by a state has been conditioned 
upon the state’s appropriating funds to 
match the federal allotment and their ex- 
penditure by the state in compliance with 
federal standards. The points of similarity 
to the suggested federal collection and dis- 
tribution of taxes are that the distributed 
funds come from federal revenues, that 
the use of the money is by the state gov- 
ernment, and that receipt of the funds is 
upon condition. In one case the condition 
is that the state match the federal funds 
and utilize them according to federal stand- 
ards and in the other case the condition 
is that the state refrain from levying certain 
taxes. They are dissimilar mainly in that 
the grants so far have been to aid particu- 
lar activities which presumably the federal 
government could undertake alone, while 
the proposed distribution is a subsidizing 
of state government generally. 
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party. If each transaction is complete in 
itself, the corporation is not taxable on the 
sale, but the stockholders, of course, will 
be subject to tax on any profit indicated 
by the excess of the proceeds of the sale 
over the cost to them of their stock. 

Perhaps the most widely known method 
of tax avoidance is investment in tax- 
exempt securities. It is a method of tax 
avoidance of entirely spurious origin, in 
no way resulting from the classifications, 
distinctions, or discriminations of the tax- 
ing acts themselves, and will doubtless 
eventually be eliminated by constitutional 
amendment. 

Another popular method of tax avoidance 
is the sale of property to register a loss. 
The sale, of course, must be bona fide. There 
can be no strings attached to the sale. 
Moreover, if the property sold consists of 
securities, the sale is subject to the wash- 
sale provisions of the revenue acts. At- 
tempts have been made to overcome the 
wash-sale limitation by means of an im- 
mediate repurchase by a controlled indi- 
vidual, trust, or corporation. To plug some 
of these loopholes the 1934 Federal Rev- 
enue Act denies the deductibility of such 
losses. The term “family” is defined to 
include brothers and sisters, spouse, an- 
cestors, and lineal descendants. It should 
not be improper for the revenue laws to 
recognize the solidarity of the family to 
such extent as it still exists. After all 
the “arm’s length” of a transaction is not 
very long where the vendor retains control 
over the property through his influence 
over the vendee. But if sales cannot be 
made to members of the family nor to 
corporations directly controlled, the sales 
will be made to individuals or organizations 
less directly controlled. In fact, the owner- 
ship of close corporations can easily be 
revised to suit the purpose. 

One thing that has often been disregarded 
in connection with sales to establish losses 
is that nothing cannot be sold. If a stock 
has become worthless, its cost is then 
deductible. A sale at a nominal price is 
but an empty gesture. The loss on stock 
which has become worthless is as free as 
the wind. It may be deducted to the full 
extent of its cost, and from any income. 
Undoubtedly many a sick corporation will 
be slaughtered for the purpose. 

The development of the trust as a means 
of tax avoidance has resulted in much liti- 
gation. In the distribution of property 
among the members of a family so as to 
take the income out of the higher brackets, 
the trust has been a recognized tool. In 
this way a bona fide division of the income 
may be effected, subject nevertheless, to 
such uses and purposes as the donor may, 
within certain limitations, impose. Prior 
to the Revenue Act of 1924 even revocable 
trusts were used for that purpose. Since 
1924 the income of a revocable trust has 
been taxable to the grantor under the stat- 


utes. The provisions of the 1934 Act, tax- 
ing the income to the grantor, unless 
revocation can only be accomplished 


through a “substantial” adverse interest, 
will be sustained. If Congress were to go 
one step further and define a “substantial 
adverse interest” as not including a mem- 
ber of the family, even though a beneficiary, 
it would effectively limit the use of the 
revocable trust as a means of tax avoidance. 

Another provision of the Revenue Act 
of 1934 taxing the income of trusts to 











the grantor is that concerning income held 
or used for his benefit. Under it, income 
held or accumulated for future distribution 
to the grantor is taxable to him. Also, 
unless the assent of a substantial adverse 
interest is required, income which may be 
so held, whether so held or not, and in- 
come which may be distributed to the 
grantor, is taxable to him. Further, income 
which is used to pay premiums on the 
grantor’s life insurance or income which 
may be so used without the assent of a 
substantial adverse interest is taxable to 
the grantor. It has been held that income 
which may be accumulated in the grantor’s 
discretion is taxable to the grantor, if under 
any contingency, such income might inure 
to the benefit of the grantor. As a result 
not much is left for tax avoidance by way 
of an accumulation trust. 


The trust as a substitute for the corpora- 
tion serves quite a different purpose. If 
the corporation is liquidating, the gains 
made by the corporation in the process 
are taxable to the corporation, and the 
distributions to the shareholders, to the 
extent of the excess over the cost of their 
stock, are taxable to them at both normal 
and surtax rates. Thus, the substitution 
of a trust for the corporation for the pur- 
poses of liquidation would save the entire 
corporate taxes on any liquidating gains. 

There are also many corporations whose 
procedure or operations are such that a 
trust may take over the property and con- 
tinue the operations without being classi- 
fied as an association. Where that can 
be done, a considerable saving in normal 
tax is effected, especially under the 1934 
Revenue Act. Whether or not a trust will 
be classified as an association, subject to 
the corporation tax rates, is to be deter- 
mined by what the trust actually does, not 
by its powers. Where a corporation can- 
not, because of the nature of its organiza- 
tion or activities, be converted into a trust 
that will be safe from classification as an 
association, the 934% spread between the 
corporate tax and the individual normal 
tax under the 1934 Revenue Act may be 
saved by replacing stock with debentures. 
The exchange itself can be accomplished 
tax-free under the reorganization provi- 
sions of the revenue acts. The interest 
which will be paid on the debentures will 
be a deductible expense to the corporation 
and will reduce the corporate tax corres- 
pondingly. The debenture issue must, of 
course, be a clear indebtedness, not a stock, 
but it may be subordinate to the other 
debts. ; 

A popular use of the corporation for tax 
avoidance is represented in the personal 
holding company. By recognizing the per- 
sonal holding company as a valid legal 
entity, and attacking it punitively, Congress 
has merely emphasized the importance of 
form and laid the ground for further tax 
avoidance schemes. 

The extreme extent to which Congress 
has thus ennobled form in its quest for 
taxes is seen in the elimination, under the 
1934 Revenue Act, of the consolidated re- 
turn except in the case of railroad cor- 
porations. Congress had already, in the 
National Industrial Recovery Act, declared 
that the losses of one year could not be 
deducted from the profits of the next, as 
if the dividing line between the two years 
were heaven-ordained. Now it has gone 













further and proclaimed that the losses of 
a subsidiary may not be deducted from the 
profits of its parent corporation, or from 
the profits of its brother subsidiary, aj- 
though in many cases the legal dividing 
lines between the various companies of an 
affliated group are nothing but paper 
markers without any control over the dis- 
tribution of profits among them. Of course 
this will mean more tax avoidance. Cer. 
tainly, Congress cannot expect business to 
sit idly by while it is being taxed on profits 
that are fictitious because offset by the 
losses of a prior period, or by the losses 
of an affiliate. If Congress makes of form 
a taxpayer’s trap, it is no cause for indigna- 
tion if by means of form the taxpayer 
should escape. ‘ 


FEDERAL TAXATION AFFECTING 
STATE INSTRUMENTALITIES 


Sveinbjorn Johnson, Counsel of the Univer- 
sity of Illinois and Professor of Law, 
University of Illinois 


68 United States Law Review, May, 1934, 
pp. 248-263 


It has been clearly established that if 
one sovereign attempts to impose a tax 
upon an instrumentality of the other the 
validity of the imposition is not affected 
by the amount thereof, but the question 
runs entirely upon its essential nature. If 
it is a direct burden or a direct imposition 
upon a governmental instrumentality, en- 
gaged in the performance of a govern- 
mental function, it is invalid, regardless of 
the amount (283 U. S. 570). 

At the October, 1932, term of the Su- 
preme Court.it was for the first time in 
its history, called upon to decide whether 
this constitutional doctrine was applicable 
when the United States Government sought 
to collect an ad valorem customs duty on 
a State governmental instrumentality im- 
ported from abroad (Board of Trustees of 
the University of Illinois v. United States, 
289 U. S. 48). The Court held that the duties 
challenged were constitutionally imposed 
under the power to regulate foreign com- 
merce, and that the immunity of State 
governmental instrumentalities against fed- 
eral taxation was, therefore, inapplicable, 
since the power of the National Govern- 
ment over foreign commerce is supreme. 


The decision is predicated upon the 
theory that the source of the Tariff Act 
of 1922, in general, and in all of its partic- 
ulars, is the power to regulate foreign 
commerce. It seems to the writer thiat 
the opinion, contrary to the conclusion 
in Hampton & Company v. United States, 
276 U. S. 394, not only divests the Tarifi 
Act of 1922 of all its revenue aspects, but 
amounts to a holding that the English 
language cannot express a purpose “to pro- 
vide revenue” in such a way that the gov- 
ernment cannot henceforth successfully 
and when expedient say that the purpose 1s 
“to regulate commerce.” Moreover, from 
now on protective tariff acts may as appro- 
priately originate in the Senate as in the 
House; and the constitutional prohibition 
against levying a duty on exports may 
now be evaded by the device of giving 
the tax a regulatory label. 

In Hampton & Company v. United States, 
supra, the Court said that customs revenue 
laws have in many instances been drawn since 
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1789 with the view to maintaining a system 
of protection; that so long as the motive 
of Congress is to secure revenue for the 
Government the existence of other motives, 
such as to protect domestic industry, is 
of no consequence; and it concludes by 
saying that the Act of 1922 is a “revenue 
act.” In the instant case the entire act 
is treated as a regulation of commerce and 
nothing else. The writer believes that this 
conclusion is not only without justification, 
in the light of the explicit language of the 
provisions of the Act of 1922 which were 
challenged in this case, but it is in direct 
conflict with the above-named decision of 
the court, unless the doctrine of a virtually 
complete amalgamation of the power to 
regulate commerce and of that to tax 
imports be accepted, a doctrine implicit 
in the opinion, but one to which the Su- 
preme Court would perhaps not be prepared 
to subscribe if bluntly pressed upon it. 


The power of Congress over importation 
is derived from the Constitution, as is every 
other power that body possesses, and like 
every other power, is subject to the limita- 
tions of that instrument, express and im- 
plied; that control may be exerted under 
various powers, it is true; it may be exerted 
under the war and the treaty making 
powers; it may be exerted directly under 
the specific grant of control over foreign 
commerce; and it may be exerted.indirectly 
through the exercise of the power to tax. 
The writer concedes that if the clauses of 
the tariff act, under which the tax chal- 
lenged was sought to be justified, flow 
from the inexhaustible fountain of the con- 
geressional power over commerce as its 
source, the University of Illinois would 
have no standing in court; but it seems 
to him that to sustain the exaction chal- 
lenged, in particular, and custom taxes, in 
general, as an exercise of the ordinary 
power over commerce is a perversion of 
plain English and a subversion of the fun- 
damental distinction between the power 
over commerce and the taxing power. 
Another story has been added to the mount- 
ing structure of Federal power. 
































































THE CHANGING PHILOSOPHY 


OF TAXATION 


Ernest O. Eisenberg, LL. B., Marquette Uni- 
versity Law School, 1934 


18 Marquette Law Review, June, 1934, 
pp. 211-228 


It is quite clear that the basic American 
systems of taxation are inherently depend- 
ent upon the prosperity of the nation for 
their success, and that as the nation’s eco- 
nomic structure breaks down, the systems 
of taxation cease to function properly. 
This is true not only of the income tax, 
but of the real property tax, and all efforts 
to collect revenue from those who lack 
the ability to pay, merely serve to acceler- 
ate the downward movement of business, 
and to result in increased poverty and 
insecurity. It therefore follows that all 
attempts toward the solution of modern 
tax evils must concern themselves with 
the problem of business cycles and de- 
| pressions. For if the fluctuation of in- 
comes, and of real estate values can be 































come and the property tax will disappear. 




















eliminated, the basic weakness of the in- 
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It follows that a tax system in order to 
be successful must safeguard the smooth 
operation of the economic structure of the 
nation. , 


To solve this problem it is imperative to 
analyze the causes of economic dislocation. 
It is generally conceded today that among 
the fundamental causes for the present 
depression were: first, the failure of pur- 
chasing power to keep pace with producing 
power; and second, the uncontrolled over- 
capitalization of American industry. The 
relationship between national purchasing 
power and national prosperity should be 
quite obvious. Because of inequitable dis- 
tribution of national income, consumers 
are not able to dispose of national produc- 
tion over any long period of time and the 
amount of capital available for investment 
in excess productive machinery also in- 
creases. To increase domestic purchasing 
power, industry hit upon the device of 
installment selling, little realizing that it 
but mortgaged the purchasing power of 
tomorrow to increase the sales of today. 
Installment selling was a temporary meas- 
ure; it served to postpone the depression; 
but it also served to make it more severe. 
In addition American industry sought to 
conquer foreign markets. But success in 
this field was merely illusory because it 
was necessary for American bankers to 
invest in foreign lands in order to supply 
foreigners with a _ sufficient purchasing 
power to buy American made goods. 


Perhaps few tax systems have shown 
less regard for the importance of domestic 
purchasing power than the general prop- 
erty tax. Nor is the effect of the sales 
tax any better. The income tax remains 
as the one system of taxation which can 
be utilized to increase domestic purchas- 
ing power. But its value as a measure of 
social control was never properly appreci- 
ated until the present depression. The 
Federal emergency expenditures outlined 
for 1934 indicate that the Roosevelt Ad- 
ministration intends to utilize this method 
of social control to a greater degree than 
ever before practiced. 

The compartively mild use of the income 
tax to readjust the inequitable distribution 
of national income, may be explained by 
the fact that the Federal Government is 
relying upon private industry to accomplish 
this necessary readjustment by its own 
voluntary action. However, expected im- 
provements in economic conditions have 
not been realized as wage increases have 
been followed by price increases, in many 
cases greater than the original wage in- 
creases justified. 

Consequently the following tax program 
is suggested as a means whereby that por- 
tion of national income which formerly 
was used to increase producing power, 
can be converted into a source for new 
purchasing power: 


(1) A new heavy tax upon all unspent 
income of more than $25,000. The income 
earner would be given the choice of spend- 
ing this income upon articles of consump- 
tion, or else of forfeiting a major part 
of it to the National government. He 
would not be permitted to invest this in- 
come in productive capital, except in cer- 
tain necessary instances. 

(2) The Federal Government would 
establish a permanent public works pro- 
gram capable of employing anywhere from 


10,000,000 to 15,000,000 people. This would 
be financed by the receipts from the new 
heavy income tax. 


The effect of the first provision above 
stated would be either the increase of 
purchasing by the wealthy income classes, 
or else the flight of much of the income 
affected to tax-exempt government securi- 
ties. If the demand for these securities 
became too great, the Government could 
convert old issues into new ones bearing 
much lower interest rates, thereby greatly 
reducing one field of National expendi- 
tures. Furthermore, the Government could 
use these securities to finance public works 
programs in the event the receipts from 
the new taxes should prove insufficient. 
And finally, the Government would dis- 
courage investment in new productive 
enterprises, at the same time gaining con- 
trol over such amounts of capital as to 
encourage the establishment of those new 
industries considered necessary for the wel- 
fare of the nation. 

The effect of the second provision above 
stated would be to supply a permanent 
ever-expanding domestic market for Ameri- 
can industry. And this guarantee of steady 
markets would afford industry a security 
which it cannot enjoy under the present 
system, and would to a large extent, remove 
the necessity for building up huge reserves 
with which to weather depressions. 

So far there has been no attempt to use 
taxation as a means of effecting a proper 
redistribution of purchasing power. It is 
obvious that what is needed is a system 
whereby the payment of huge income taxes 
will guarantee, to a reasonable extent, the 
receipt of large incomes in coming years. 
Taxpayers must be made to feel that the 
payment of taxes is a form of individual 
as well as national insurance, and that tax 
evasion is not only a crime against society, 
but also a crime against self. 

The present situation throws a challenge 
to the modern lawyer-economist—a chal- 
lenge to erect a new, efficient, and scientific 
structure of taxation, which by its own 
operation will automatically safeguard the 
operation of the modern industrial machine, 
a system of taxation which will offer such 
apparrent benefits to the individual, as to 
cause him to work for the welfare of 
society. 











































CASE COMMENT: 


Federal income taxation—Under the Rev- 
enue Act of 1921, the capital gain resulting 
from the sale of property transferred by 
gift to a trustee for the benefit of another 
is the difference between the price paid by 
the trustor and the price received by the 
trustee. Under that Act capital gain on 
a sale by the trustee is entitled to the bene- 
fit of the rate of taxation provided in Sec- 
tion 206 (b), namely 12%4 per cent, when 
the combined tenures of the trustor and 
the trustee exceed two years, even though 
the tenure of the trustee alone was less 
than two years. Helvering v. New York 
Trust Co., 54 Sup. Ct. Rep. 806. <A. B. A. 
Jour., July, 1934, p. 428. 











CALIFORNIA 


First Special Session—The Governor 
has called the Legislature to meet in spe- 
cial session on September 12, 1934. 
tails of the call are not yet available. 







KENTUCKY 
General Session 










The following additional bills passed at 
the regular session became law. All laws 
affecting taxation, enacted by. the Special 
Session of the Legislature, which adjourned 
July 3rd, 1934, were reported in the pre- 
vious issue of the Bulletin. 









Motor carriers’ mileage tax. — yeHouse 
237 imposes a mileage tax at the rate of 
1% cent per mile on trucks under 5000 
pounds and % cent per mile on trucks 
from 5000 to 6000 pounds. Effective June 
13, 1934. 


Mussel fishing. — xeHouse 432 reduces 
the fee for resident mussel fishermen from 
$10 to $6. Effective June 13, 1934. 


Road, highway and bridge contractors’ 
license tax.—y House 829 imposes an an- 
nual license tax of $50 on road, highway 
and bridge contractors. Effective June 13, 
1934. 


Small loan companies’ license tax.—* 
Senate 228 imposes an annual license tax 
of $250 on small loan companies. Effective 
March 15, 1934. 
























LOUISIANA 

Special Sessions 
First Special Session.—A special session 
of the Legislature was called for and con- 
vened on August 14, 1934. This session 
adjourned on August 18, 1934. The laws 
listed below affecting taxation were en- 


acted and became law at noon of Septem- 
ber 7, 1934. 


Second Special Session.—Unofficial re- 
ports indicate a second special session of 
the Legislature will be called in the near 
future. While its purpose will probably 
be primarily political, it may be assumed 
that some measures affecting taxation will 
also be considered. 


Alcoholic beverages.— yk Act No. 3 (H. B. 
No. 3) makes technical changes in the liquor 
law affecting the sale, etc., of alcoholic 
beverages of over 6% alcoholic content by 
volume, as enacted by Act No. 15, L. 1934 
Regular Session. Approved August 20, 
1934, effective September 7, 1934. 


Franchise tax.— %Act No. 25 (H. B. 
No. 25) amends the corporation franchise 
tax, as previously amended by Act No. 18, 
L. 1934 Regular Session, increasing the 




























PENDING STATE TAX LEGISLATION 


Under the above heading, report will be made of the introduction of and action taken 
on state tax legislation of importance to business interests. 
pending bills in state legislatures, and the final report will be that of enactment, designated 
by a bold-faced star [>]. 
- merce Clearing House Legislative Reporting Department, which furnishes a twenty-four 
hour reporting service on all subjects for all states. 
may be obtained for a service charge of one dollar per bill. 





|advancing the due date from September 1 
ito October 1. 


De- | effective September 7, 1934. 


makes the income tax enacted by Act No. 21, 


incomes, payable in 1935. Approved Au- 
gust 20, 1934, effective September 7, 1934 


vember, 1934 general election of constitu- 
tional amendment authorizing rates of tax 
imposed by Act No. 21, L. 1934 Regular 
Session). 


per gallon, redefines kerosene, and makes 
provisions for monthly reports by dealers 
and payment by them on the basis thereof. 


more than 5% on certain specified amuse- 
ments for which an admission fee of more 
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rate from $1.25 to $1.50 per $1,000, and 






Parish gasoline tax.—ykeAct No. 21 (H.B, 
No. 21) amends the 1 cent parish gasoline 
tax law, deletes the exemption of New 
Orleans from the tax, authorizes that city 
to levy such tax, authorizes parishes to 
apply the proceeds thereof to emergency 
unemployment relief, and makes such ap- 
plication obligatory in New Orleans. Ap- 
~— August 20, 1934, effective September 
, 1934. 


Approved August 20, 1934, 


Income tax.—yxeAct No. 2 (H. B. No. 2) 
L. 1934 Regular Session, applicable to 1934 


(subject to popular approval at the No- 


NEW JERSEY 


First Special Session——The Governor 
called a special session of the Legislature 
to convene on September 5, 1934, to pro- 
vide $10,000,000 for unemployment relief 


Kerosene tax.—wrAct No. 15 (H. B. No. and to revise the State Recovery Act. 


15) enacts a new kerosene tax of 1 cent 


NEW YORK 
Special Session 


The Governor called the legislature into 
Special Session on July 10, to consider the 
question of county reorganization. This is 
the second special session for the Senate, 
it having previously met for purposes of 
initiating impeachment proceedings, and 
the first special session for the Assembly. 
While the original call was limited to coun- 
ty reorganization, additional messages 
have been submitted broadening the scope 
of its activities. The legislature adjourned 
on August 18, 1934 having passed the fol- 
lowing measures affecting taxation. 


Approved August 20, 1934, effective Sep- 
tember 7, 1934. 


Municipal amusement tax.—ykAct No. 16 
(H. B. No. 16) authorizes municipalities 
to impose an emergency relief tax of not 


than 10 cents per person is charged, other 
than’ amusements exclusively for charity; 
the proceeds to be used for emergency 
unemployment relief, except that in New 
Orleans the proceeds are to be for the 
benefit of its Charity Hospital. Approved 
August 20, 1934, effective September 7, : 
1934. New York retail sales tax.—Due to a 
typographical error Senate Bill No. 1), 
seeking to impose a 2% tax on retail sales 
was preceded by a star (%), in the pre 
vious issue of this Bulletin, indicating that 
it had become law. Senate Bill No. 17 
never became law; it died in the Senate 
Committee to which it had been originally 
referred. There is now no sales tax law 
in effect in New York State. 


Municipal tax on advertising. — yAct 
No. 18 (H. B. No. 18) authorizes parishes 
and municipalities to levy a tax on adver- 
tising published in any periodical having 
a circulation of 20,000 or more per week, 
or published by means of moving pictures, 
the proceeds to be applied to emergency 
unemployment relief. Approved August 


20, 1934, effective September 7, 1934. Banks and investment companies. — 


*%& Senate 150 defines investment companies 
organized to make advancements to own- 
ers of mortgage certificates or investments 
guaranteed by corporations organized un- 
der the Insurance Law, such corporations 
to be taxed $25.00 per year and no other 
taxes to be assessed. Approved August 
31, 1934. Chap. 912. 


Central New York Regional Market.— 
*%Senate 134 provides that expenditure ol 
money for market purposes shall be 2 
county purpose and counties in district 
may raise money in aid of market by taxa 
tion, taking bonds of the Market Authority 


Municipal taxing powers.—yxAct No. 10 
(H. B. No. 10) prohibits the levying of any 
taxes or license fees by municipalities 
which are not also levied by the state. Ap- 
proved August 20, 1934, effective Septem- 
ber 7, 1934. 


New Orleans taxing powers. — yAct 
No. 7 (H. B. No. 7) re-enacts the prior law 
containing the powers of the city of New 
Orleans (Act 159 of 1912, Dart’s 1932 Code 
Sec. 6175), omitting former subsection (e) 
conferring taxing powers on the city, and 
inserting a new subsection (e) prohibiting 


; ; : i turn. Approved Au 1, 1934 
city policemen and special officers to carry Chap. 903. +s sates —, 
arms without approval of the governor. 

Approved August 20, 1934, effective Sep- Legalizing taxes in Mamaroneck— 


tember 7, 1934. 
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town of Mamaroneck relative to levying 
taxes for 1916 to 1934, and preparation of 
assessment roll therefor. Approved Au- 
gust 9, 1934. Chap. 852. 

New York City tax powers.—yAssem- 
bly 86 enables New York City to impose 
any tax which the legislature might im- 
pose, with certain exceptions applying to 
nonresidents. Approved August 18, 1934. 
Chap. 873. 


Service of process on corporations.— 
x%Senate 135 requires the designation of 


Chart 
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the Secretary of State as agent for service 
of process on domestic business corpora- 
tions. Approved August 24, 1934. Chap. 
908. 


Tax exemption, certain mortgages.— 
* Assembly 119 extends the exemption re- 
lieving certain refunding mortgages from 


the payment of recording taxes. Approved 
August 31, 1934. Chap. 910. 


Tax levy.— Senate 125 amends Educa- 
tion Law relative to approval by electors 
of proposition authorizing levy in anticipa- 
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|tion of bonds issued in excess of 10% debt 


limit. 
872. 
Tax Penalties—yeAssembly 105 provides 
for cancellation of all penalties on unpaid 
taxes and assessments heretofore levied 
on real property by any municipal corpo- 
= Approved August 31, 1934. Chap. 
ty. 


Temporary tax on personal incomes.— 
*% Assembly 13 imposes a temporary emer- 
gency tax of 1% on personal net incomes 


Approved August 18, 1934. Chap. 
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for the calendar year 1934 or for fiscal 
years ending in 1935. Approved August 
24, 1934. Chap. 899. This law continues 
for another year the emergency tax im- 
posed for 1933 by section 351-d of the Tax 
Law. Net income under the new law is 
defined to be the same as in the Personal 
Income Tax Law except that gains and 
losses from the sale of real or personal 
property, not connected with any business, 
is not to be considered in the computa- 
tion. Personal exemptions are allowed as 
in the normal tax. 


NORTH DAKOTA 


Special Session.—The legislative session 
called by former Governor Langer con- 
vened in part on July 19, 1934, and broke 
up on July 23, 1934. The legality of the 
session had been considered questionable 
from the beginning, due to the fact that 
former Governor Langer had been ruled 
out of office by the Supreme Court before 
the session was called and Governor Olson 
had countermanded the call. When the 
Legislature convened it was found that 
there was a quorum in the House but not 
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in the Senate. The House passed a resolu- 
tion calling for an investigation but the 
Senate failed to concur therein. The ad- 
journment was very informal, the House 
recessed indefinitely and the Senators just 
went home. The Secretary of State now 
advises that “the purported recent special 
session is not considered an official ses- 
sion of the North Dakota Legislative As- 
sembly.” 


PENNSYLVANIA 


Special Session. — The Governor has 
called the Legislature to meet in special 
session on September 12, 1934. Details of 
the call are not yet available. 


RHODE ISLAND 


Special Session. — The special session 
called for and convened June 14, 1934, is 
still sitting. We have not been advised 
of the introduction of any new tax meas- 
ures not reported in previous issues of 
this Bulletin, nor of any further action 
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TEXAS 


Third Special Session.—The Third Called 
Session of the Texas Legislature convened 
at noon on August 27th. The primary pur- 
pose of the call is to enact laws providing 
for the issuance and sale of bonds for poor 
relief. The following tax bills have been 
introduced: 


Ad valorem taxes.—House 25, releases 
penalties and interest on all ad valorem 
taxes. 


Fish dealer’s licenses.—House 31, levies 
a license tax of $5 each on retail fish 
dealers. 


Intangible assets tax.—House 26, amends 
Arts. 7105, 7107, 7109, Rev. Stats., to in- 
clude intangible assets tax on common 
carriers, pipe lines and utilities. 


Motor vehicle fees—House 9, reduces 
license fees on motor vehicles used by 
farm and ranch owners. House 23 also 
amends the section relating to the licens- 
ing of motorcycles, side-cars and passen- 
ger motor vehicles. 


Oleomargarine tax.—House 32, imposes 
a tax of 10c per pound on certain oleomar- 


than that already reported on such measures. | garine. 















































































































































































































































Court Decisions 


Basis for Stock.—A railroad company, pursuant to Su- 
preme Court order that it should disassociate itself from 
a coal company in which it owned all the stock, in 1924 
issued to its stockholders rights to subscribe to shares of 
the coal company stock, at which time the value of the 
rights was $30.25 each and at which time the railroad 
company had earnings accumulated subsequent to February 
28, 1913, sufficient to pay 79.21 per cent of the distribution 
of rights, and had earnings accumulated prior to March 
1, 1913, to pay the remaining 20.79 per cent of the dis- 
tribution. It is held that the distribution of rights to the 
plaintiff corporation was a nontaxable distribution in its 
hands but that to the extent the distribution represented 
earnings accumulated prior to March 1, 1913, it must be 
used to reduce the cost basis of the railroad company stock 
in determining the profit realized by a stockholder upon 
the sale in 1924 of his stock in the railroad company, as 
provided in Section 201 (b) of the 1924 Act. 

The above distribution of coal company stock was not 
a part of a plan of reorganization within Section 203 (h) 
(1) of the 1924 Act—wU. S. District Court, Middle Dist. of 
Penn., in Morris Run Coal Mining Company v. David W. 
Phillips, Collector of Internal Revenue. No. 3349. June term, 
1933. 

Petitioner was the owner of stock as to which he re- 
ceived and exercised rights to subscribe for additional 
stock. Before he had received the new stock he sold some 
of the old stock. The court sustains the Board of Tax 
Appeals in holding that his profit should be based on the 
cost of the old stock, even though it was his intention 
to sell the new stock—uU. S. Circuit Court of Appeals, 
Third Circuit, in W. S. Horner v. Commissioner of Internal 
Revenue. No. 5305. March term, 1934. Decision of the 
Board of Tax Appeals, 28 BTA 360, affirmed. 


Capital Assets.—Securities received by trustees from an 
executrix and sold in 1928 by the trustees within two years 
from such receipt were not capital assets, under the two- 
year holding limitation of the 1928 Act, even though the 
testator died on April 4, 1926, more than two years before 
the sale by the trustees—U. S. District Court, Dist. of 
Mass., in First Nat. Bank of Boston et al. v. United States 
of America. Law No. 5481. 


Basis of Property Acquired from a Testamentary Trust. 
—Where a testator (who died October 4, 1921) bequeathed 
and devised the residue of his estate to his two sons and 
another as executors for the term of five years and di- 
rected them to pay all the income to the sons and at the 






end of the period to distribute and turn over the corpus 
to them, but provided that if either died during the period 
his share of the income should be paid to his heirs and 
the corpus at the end of the period should be distributed 
to the heirs of his body, it is held that the interests of the 
sons were vested as of the testator’s death, subject to be 
divested by death, and that, the petitioner having survived, 
the basis for the computation of gain or loss by him on 
the sale (in 1927) of stocks acquired from the estate is 
their fair market value at the testator’s death if they were 
received by the executors from the testator, and their 
cost where purchased by the executors.—U. S. Circuit Court 
of Appeals, Second Circuit, in Randolph S. Warner v. Com- 
missioner of Internal Revenue. Decision of Board of Tax 
Appeals, 28 BTA 1177, affirmed. 


Closing Agreements.—Closing agreement as to 1926 in- 
come tax as executed by the taxpayer and by H. F. Mires 
as acting Commissioner and approved by Henry Herrick 
Bond as Acting Secretary of the Treasury is held valid, 
where it appears that Mires was the duly appointed Assist- 
tant to the Commissioner. The decision of the trial court 
holding that the closing agreement was invalid and that 
the taxpayer was entitled to a refund based on a claim 
for refund filed after the closing agreement had been 
executed is reversed.—U. S. Circuit Court of Appeals, 
Tenth Circuit, in James H. Anderson, Individually and as 
Collector of Internal Revenue for the District of Utah, v. P. W. 
Madsen Investment Company. No. 1037. April term, 1934. 
Decision of the District Court reversed. 


Collection of Taxes—Where the Commissioner assessed 
a tax against a delinquent taxpayer, a Collector has no 
authority, under Sections 3165 and 3173 of the Revised 
Statutes, or under Section 618 of the 1928 Act, to summon 
witnesses and compel them to testify in aid of the col- 
lection of taxes. Such authority, provided in the proposed 
codification of Title 26 of the U. S. Code, is not available 
to the Collector, as the proposed code has never been 
enacted into law. 

The order of the District Court vacating the summonses 
was not in conflict with Section 3224 of the Revised Stat- 
utes forbidding the maintenance of a suit for the purpose 
of restraining the assessment and collection of any tax.— 


U. S. Circuit Court of Appeals, Second Circuit, Jn the 


Matter of the Application of Almon QO. Rasquin, v. Ernest 
Muccini; Almon Q. Rasquin, v. Andrew J. S. Caplis; Almon 
O. Rasquin, v. Margaret M. Caplis. Decision of the District 
Court, East Dist. of New York, affirmed. 


(Continued on page 498) 
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Dr. Magill in Charge of Tax Legislation Program 
R. ROSWELL MAGILL, recently returned from a 
study of the British tax system, has been placed in 

charge of the Treasury’s tax program which will be pre- 
sented at the next session of Congress, according to an 
announcement on September 6 by Secretary of the Treas- 
ury Morgenthau. 

Present indications are that the results of the tax studies 
already completed and those still in progress will not be 
made public, but the results will be evident in the revenue 
legislation which will be sponsored by the Treasury 
Department. 

That increased revenue will be necessary if an approxi- 
mation to a balanced budget is attained is indicated by 
current expenditures of the Government and the prospect 
of a much heavier drain to meet the emergency during the 
winter months. A further increase in revenue will be nec- 
essary if Congress enacts laws providing for old age pen- 
sions and unemployment insurance, which are part of the 
social legislation program on which the Administration 
is expected to seek action at the next session of Congress. 

Expenditures of the Government from July 1 to Septem- 
ber 4 of the current fiscal year amounted to $1,012,972,488, 
as compared with $592,768,563 in the corresponding period 
of the preceding fiscal year. For the first two months of 
the current fiscal year expenditures exceeded income by 
$459,422,369. In the like period of last year the deficit 
was $222,358,915. 


The American Bar Association Tax Clinic 


O attendants interested in taxation, the “tax clinic” 

held in connection with the Fifty-seventh Annual Meet- 
ing of the American Bar Association at Milwaukee, Wiscon- 
sin, August 28, was an especially gratifying feature. It was 
sponsored by the Special Committee on Federal Taxation and 
conducted under the leadership of George Maurice Morris of 
Washington, D. C. 

The formal addresses delivered at the “clinic” by Rob- 
ert N. Miller, attorney at law, Washington, D. C., Robert 
H. Jackson, assistant general counsel of the U. S. Treasury 
Department, and Roswell Magill, assistant to the Sec- 
retary of the Treasury, appear elsewhere in this issue. 
The rest of the proceedings, including informal addresses 
by A. A. Ballantine, Mabel Walker Willebrandt and others, 
no less interesting and instructive, are expected to be 


available for publication in the October issue of THE Tax 
MAGAZINE. 





Capital Stock Tax Regulations Issued ~ 


T= long-awaited regulations by the Bureau of Inter- 
nal Revenue in interpretation of the capital stock tax 
provisions of the Revenue Act of 1934 were released on 
September 4. They are designated as Regulations 64 (1934 
edition). 

With possibly one main exception, the regulations con- 
form with general expectations. The unexpected require- 
ment (Art. 89) is that corporations claiming exemption on 
the grounds that they are not doing business must declare 
a capital stock value, under the presumption that “every 
domestic corporation is subject to the tax unless satis- 
factory evidence is submitted showing that it is exempt.” 
If exemption, after prescribed procedure for the determi- 
nation, is denied, interest accrues at the rate of 1 per 
cent per month from the date the tax was due and not 
from the date when exemption was denied. 
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In the case of a corporation claiming exemption under 
Section 101 of the Revenue Act of 1934, if exemption is 
denied, the corporation, according to Article 71, must 
declare a value for its capital stock within a period not 
exceeding 30 days after receipt of notification that the 
Commissioner holds the corporation is not exempt. As 
in the case of corporations claiming exemption on the 
grounds that they are not doing business, if exemption 
is denied, interest accrues from the date the tax was due 
and not from the date when exemption was denied. 

The regulations (Arts. 41-43) more minutely than pre- 
viously describe the method for determining “adjusted de- 
clared value” of capital stock, particularly as to the year 
subsequent to the “first taxable year.” 


New Committee on Enrollment and Disbarment 
Appointed 


NEW committee on Enrollment and Disbarment for 

practice before the Treasury Department was an- 
nounced by Secretary Morgenthau on August 28. It will 
consist of Walter Wheeler Cook, Irwin Gilruth, and Law- 
rence Becker. 

As stated by Robert H. Jackson, assistant general coun- 
sel of the U. S. Treasury, in an address before the Tax 
Conference at the American Bar Association meeting at 
Milwaukee, Wis.,.on August 28, 1934.2 “Mr. Cook has a 
unique position with the profession as the guide, philoso- 
pher and friend of the many lawyers who have come under 
his influence as instructor. Mr. Gilruth brings to the com- 
mittee the viewpoint of the active practitioner, and Judge 
Becker, a former judge in Indiana, a former Solicitor for 
the Treasury, and more recently the prosecutor of discip- 
linary cases before the Enrollment Board, brings an inti- 
mate knowledge of the problems of the department.” 

In further comment on the change in personnel of the 
committee, Mr. Jackson said: “The high character of this 
board should be taken by tax practitioners as notice from 
Secretary Morgenthau, that disciplinary matters will have 
vigorous, but judicious treatment, that accused members of 
the tax bar must stand on the merits of their conduct, not 
on the influence of their friends.” 





Crude Oil Tax Regulations 


EGULATIONS No. 49, governing the collection of 

taxes on crude oil as provided for in Sections 604 and 
605 of the Revenue Act of 1934, were issued by the Bureau 
of Internal Revenue September 12. The regulations were 
worked out jointly by representatives of the Bureau of 
Internal Revenue and the Petroleum Administrative Board, 
the latter representing Secretary of the Interior Harold L. 
Ickes, the Oil Administrator. The tax is one-tenth of a 
cent a barrel on crude petroleum at the point of produc- 
tion and one-tenth of a cent a barrel on crude oil at the 
refinery and gasoline produced from natural gas. 

As approved by the Treasury Department, the regulations 
are designed to prevent the evasion of the tax, and will 
also operate as a method of assisting Administrator Ickes 
in checking up on the production of illegal or “hot oil,” 
the term applied to oil produced in excess of allowables. 

Severe penalties are provided for failure to pay the taxes 
or for deliberately evading them. Failure to file return can 
be penalized by adding 25 per cent of the tax as an addi- 
tional payment, while a penalty of 50 per cent of the tax is 


1 For full text of address see page 466 et seq. 
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provided for making false or fraudulent returns. The pro- 
visions of Section 35 of the Criminal Code, enacted by the 
73d Congress just before adjourning, which permit a maxi- 
mum fine of $10,000 and/or imprisonment for not more 
than 10 years, also are made applicable to the regulations 
governing the taxes. Any person making a false affidavit 
or any other fraudulent representation in connection with 
the taxes becomes liable to this ten-year penalty. 

To assist Administrator Ickes in enforcing the program 
for balancing crude oil production with demand, the law 
provides that all records of all persons required to pay the 
tax shall be accessible for inspection by agents of the Fed- 
eral Government or the State Governments engaged in 
regulating the production of oil as well as agents of the 
Bureau of Internal Revenue. 

A fine of $500 is provided for hindering or obstructing 
officers of the Bureau of Internal Revenue while in the 
course of their duties. These internal revenue officers are 
also given very broad power to inspect properties with 
the right to gauge tanks and examine pipeline connections. 

The regulations provide in detail for the type of records 
which must be kept, not only by producers but also by 
purchasers, refiners and transporters, to facilitate the ob- 
taining of full and accurate information as to the tax due 
on the oil handled. 

All producers are required to measure accurately the 
amount of oil produced and keep records of such measure- 
ments. All receptacles used for storage must be capable 
of accurate measurement, and no device may be used to 
prevent such measurement. 

Collectors of Internal Revenue are given authority to 
require charts showing all the details of production, in- 
cluding the number of wells, the number and size of stor- 
age tanks, and all the outlets from producing properties. 
All these records are to be available to state and federal 
agents dealing with oil production. 

The regulations require the bonding of producers and 
purchasers. The $500 bond is conditioned not only upon 
payment of the taxes and upon the making of returns, but 
also upon the keeping of detailed records to show the 
sources of all crude petroleum, the amount produced, and 
the disposition thereof. On failure to make bond or for- 


feiture of bond made, a producer or purchaser is liable to 
a fine of $1,000. 


“Profit” from Dollar Devaluation to Be Applied 
Toward Reduction of National Debt 


HAT the so-called profit of $2,800,000,000 realized from 

the change in the gold content of the dollar will be 
used to reduce the national debt was indicated by Secretary 
of the Treasury Morgenthau in a radio address, broadcast 
from Washington, on August 28. 

The address was primarily devoted to an exposition of 
the cost of the “New Deal.” Secretary Morgenthau stated 
that when the present administration came into office the 
gross public debt was a little less than $21,000,000,000. By 
June 30 of this year, he said, it amounted to $27, 000, 000,000. 
However he declared, against the nominal debt increase of 
$6,000,000,000 “we can offset either now or ultimately, the 
following assets: 

“(1) An increase in the Treasury’s cash balance of 


000,000; 

“€2) The ‘profit’ of $2,800,000,000 resulting from the reduc- 
tion in the gold content of the dollar; 

“(3) The increase in the net assets of the agencies wholly 
owned and financed by the Government, amounting 
on June 30, 1934 to $1,095,000,000.” 

Further in this connection Secretary Morgenthau stated 
that the third item does not include “increase in the cap- 
ital investment of the Government in agencies which are 


partially financed by funds raised outside of the Treasury.” 


It was pointed out that the deficit for the six months 
period ending June 30, instead of being $6,000,000,000 as 
estimated by the President in his first budget message to 
Congress, was about $3,000,000,000. Further commenting 
on this outcome, Mr. Morgenthau said: 

“Whether we shall actually spend these $3,000,000,000, as 
well as the additional funds which the President estimated 
would result in a deficit of $2,000,000,000 in the fiscal year 
ending June 30, 1935, will depend upon developments which 
cannot be foreseen at this time. But, even if the deficit 
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for the new year, exclusive of drought relief expenditures, 
should reach $5,000,000,000 instead of $2,000,000,000, the 
combined deficit for the period of 18 months from January 
of 1934 to June of 1935 would still be no more than the 
$8,000,000,000 on which we originally planned.” 


Enlarged Business Profits Presage Increase in 
Income Tax Collections 


e Wis epidemic of political malevolence that is now 
blighting the country tends to obscure favorable devel- 
opments such as the encouraging increase in industrial 
earnings, which is not only an indication of business recu- 
peration but gives promise of increased revenue yield to 
the Government from the income tax. 

A tabulation by the National City Bank of New York, 
published in its August Bulletin shows that 250 companies, 
having an aggregate net worth of nearly $10 billion, had 
combined net profits for the first half of this year of 
$276,563,000, as compared with $86,362,000 in the first half 
of 1933, an increase, accordingly, of 220.2 per cent. The 
largest percentage increases were shown by the paper 
products, textile products, and miscellaneous products, 
amounting to 217.6 per cent, 370.6 per cent and 118 per 
cent, respectively. 

The Bulletin points out that the limited number of com- 
panies comprised in the tabulation includes many of the 
strongest organizations in the country and that therefore 
their showing is probably much more favorable than were 
the results for all corporations. Nevertheless it does not 
seem out of order to rejoice that something in character 
at least approaching “prosperity” is showing up here and 
there sufficiently to raise the average of business wellbeing. 


Charitable Contributions Cases to Be Considered 
by the Supreme Court 


HE 15 per cent limitation on the deduction for chari- 
table contributions where part of the net income of the 
taxpayer consists of capital net gain is the subject of a 
number of cases before the Supreme Court, including Guy 
T. Helvering, Commissioner of Internal Rev enue, v. Susan 
Dwight Bliss, Helvering v. Harbison, Helvering v. Colgate, and 
White v. Atkins. On August 10, Mr. Frederick Schwertner, 
of Washington, D. C., filed a brief as amicus curiae, on 
behalf of Aaron Straus in the Bliss case. These cases will 
be argued before the Supreme Court on or about October 9. 
The decision of the Board of Tax Appeals in the Straus 
case, 27 BTA 1116, holding that the 15 per cent limitation 
applies to total net income, including capital net gain, 
served to overrule the Board’s prior decisions in the Bliss 
(27 BTA 205), Harbison (26 BTA 896) and Colgate (27 
BTA 508) cases. 

In the petition for the writ of certiorari in the Bliss case, 
the Government also asked the Court to pass upon the 
subject of the 15 per cent limitation on the deduction for 
charitable contributions where the taxpayer sustained a 
capital net loss. 


Opinion That Motor Vehicle Roads Are Subsidized 
Challenged 


6éTT’HE argument occasionally heard that motor vehicle 

owners are unjustifiably aided by government subsidy 
of roads is felled by latest expert calculations,” says Bust- 
ness Week. 

“Tn the last fiscal year U. S. car owners paid $309 millions 
in Federal taxes, and also paid last year roughly $932 
millions in state and local taxes. According to one who 
should know, road construction and road maintenance in 
1934 may be liberally estimated at $650 millions and $200 
millions, respectively, which places road expenditures some 
$300 millions behind total taxes paid by motor car owners.” 

It would be interesting to know, further, if the above 
estimate for maintenance includes interest and amortiza- 
tion of bonds on public roads which have been built but 
are yet to be paid for. Even if the figures are all-inclusive, 
the issue still remains as to whether the commercial auto- 
mobile is carrying its fair share of the burden, in the liglit 
of competition with railroads whose roads are privately 
maintained and, moreover, are subjected to heavy taxation. 
~ 1Tssue of Sept. 1, 1934, at page 31. 
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Pool Established to Handle Excess Cotton 
Tax Exempt Certificates 


"Bien xing of a national pool to facilitate sales and 
purchases of surplus tax-exemption certificates issued 
under the Bankhead Cotton Control Act (Public—No. 169 
—73d Congress, approved April 21, 1934) has been an- 
nounced by Secretary of Agriculture Henry A. Wallace, 
who fixed four cents a pound as the price for which the 
tags shall be sold throughout the Cotton Belt. This price 
is approximately 70 per cent of the tax of 5.67 cents a 
pound imposed by the Act on the ginning of cotton. 

The pool plan does not provide for Government purchase 
of any excess certificates. Holders of excess tax-exemp- 
tion certificates may turn them over to the manager of the 
national surplus cotton tax-exemption certificate pool who 
will handle them for producers under a trust agreement. 

When the pool is closed all funds on hand from sales of 
certificates, after deducting expenses, will be distributed 
among producers, and each producer will receive his share 
in the proportion the poundage surrendered by him bears 
to the total poundage in the national pool. In addition, 
each producer will be returned his pro rata share of the 
unsold surplus certificates, which may be used next year 
in the event the Bankhead Act is continued another season. 

The plan also includes provision for local sales of tax- 


exemption certificates at the same price by individual farm-. 


ers provided the sales are made through the office of the 
assistant in cotton adjustment in the county in which the 
certificates sold were distributed. 

This means, in effect, that farmers who do not produce 
as much cotton as their allotment will be able to realize 
some cash return by selling their excess tax-exemption cer- 
tificates either through the county assistant in cotton ad- 
justment or through the pool in Washington. This plan 
is another example of the “crop insurance” feature of 
Agricultural Adjustment Administration programs. 

The national pool, in addition to providing facilities for 
sales of surplus tax-exemption certificates, will provide a 
means whereby the producer whose production exceeds his 
allotment may share to a certain extent in the advantage 
of transfers of surplus certificates. Producers will turn 
their excess certificates over to the national pool through 
their county assistant in cotton adjustment who is author- 
ized to deposit them in the national pool. Each producer 
participating in the national pool will be given credit in 
the pool for the number of pounds of certificates sur- 
rendered by him. The producer later will receive from 
Washington an approved copy of the trust agreement signed 
by him, which will also bear a receipt for the certificates he 
placed in the pool. 

Ernest L. Deal, of Florence, Ala., regional consultant in 
the cotton production section of the Agricultural Adjust- 
ment Administration, has been designated manager of the 
pool. The manager of the national pool will receive blank 
certificates, to be used in place of the original certificates 
placed in the pool, in making resales to producers who 
wish to purchase surplus certificates from the pool. This 
plan prevents confusion in distinguishing certificates. 

The Bankhead Act limits the amount of cotton of this 
year’s crop that may be ginned tax-free to 10,460,251 bales 
of 478 pounds net weight. The Crop Reporting Board of 
the Department of Agriculture, in its report as of August 1], 
estimates the 1934 crop at 9,195,000 bales. Unless there is 
considerable improvement in_ the crop, there will be an 
excess of tax-exemption certificates in some sections and a 
shortage in others. It will be the purpose of the pool to 
equalize these differences in such a manner that producers 
who have excess certificates may obtain as fair a return 
as possible for them while producers lacking the necessary 
tax-exemption certificates may be able to purchase them 
at an equitable price. 

Cully A. Cobb, chief of the cotton production section of 
the Agricultural Adjustment Administration under whose 
direction the national pool will be operated, urged farmers 
desiring to participate either as sellers or buyers in the 
pool to see their county assistants in cotton adjustment. 

Meanwhile, distribution of tax-exemption certificates is 
being rapidly completed in cotton-growing states. The 
state allotment board in each state has fixed a final date 
on which applications may be made for tax-exemption cer- 
tificates. These dates vary, depending upon the time re- 
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quired by a state committee to properly distribute 
application blanks. Distribution of permanent certificates, 
however, does not in any way interfere with the free move- 
ment of cotton as interim certificates have been issued in 
all sections where it has not been possible for state allot- 
ment boards to complete allotment of permanent certifi- 
cates before the ginning season opened. 


Liquor Revenues Nearly $185,000,000 in First Seven 
Months After Prohibition Era 


‘Pate internal revenue receipts from distilled spirits 
and wines for the seven months’ period December 1, 
1933, to June 30, 1934, amounted to $81,007,884.11. Fer- 
mented malt liquors furnished the Government a revenue 
of $103,915,651.45 during the same period, making a total 
of $184,923,535.56. 

In the following 29 states the sale of liquor has been 
legalized: Arizona, California, Colorado, Connecticut, Dela- 
ware, Illinois, Indiana, Iowa, Kentucky, Louisiana, Mary- 
land, Massachusetts, Michigan, Minnesota, Missouri, 
Montana, Nevada, New Hampshire, New Jersey, New 
Mexico, New York, Ohio, Oregon, Pennsylvania, Rhode 
Island, Vermont, Virginia, Washington and Wisconsin. In 
10 of these states liquor stores operated by the state have 
been established, namely: Iowa, Michigan, Montana, New 
Hampshire, Ohio, Oregon, Pennsylvania, Vermont, Vir- 
ginia and Washington. 


Drive to Collect Taxes from Foreigners on Income 
Realized in the United States 


ie an effort to collect taxes from foreigners who have 
derived income in the United States but have not filed 
income tax returns as required by law, the Treasury De- 
partment has sent communications to persons in all sec- 
tions of the world whom investigation has disclosed have 
had profitable security or other business transactions in 
the United States. 

The income tax law requires that every non-resident alien 
in receipt of taxable income within the United States shall 
file an income tax return unless the tax on such income 
has been fully paid at the source. Every foreign corpora- 
tion not expressly exempt from the income tax must make 
a return of income from sources within the United States 
regardless of the amount of their net income. 


British Finance Act of 1934 Reduces Income Tax 
for Year 1934-35 


LTHOUGH reduction of taxes in Great Britain may 

to the American seem anomalous in view of failure 
of the Mistress of the Seas to make payments on -indebt- 
edness to this country, that discrepancy detracts none from 
the cheer in the British Isles over a start toward tax 
reduction, even though benefits to individuals were less 
than had been hoped for on account of failure of the new 
law to restore, in whole or in part, the various reliefs and 
allowances which were greatly reduced in the autumn of 
1931, with the effect of materially increasing the number 
of individuals subject to the income tax. 

According to an article in The Income-Tax Payer (issue 
of August, 1934), official journal of “The Income-Tax 
Payers’ Society,” the reduction of six pence in the standard 
rate will benefit limited liability companies (corporations) 
to the extent of approximately £6,000,000. A concerted 
effort by industrial interests to obtain increased allowance 
for wear and tear of machinery and plant was fruitless. 
Although in the majority of industries the exact amount 
allowed for depreciation is generally a matter for bar- 
gaining between the Internal Revenue authorities and the 
industries concerned, the average rate appears to be about 
8% per cent of the declining value, which is equivalent to 
6 per cent or less than a rate based upon cost, the usual 
basis in the United States. 

Following are the complete extracts from the Finance 
Act, 1934, relating to the “Income Tax and Sur-tax” as 
published in The Income-Tax Payer (figures in bold face 
type indicate the particular section of the law): 
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Part II. 
IncoME Tax. 
Income Tax for 1934-35. 

19.—(1) Income Tax for the year 1934-35 shall be charged at the 
standard rate of four shillings and sixpence in the pound, and, in the 
case of an individual whose total income from all sources exceeds two 
thousand pounds, at such higher rates in respect of the excess over two 
thousand pounds as Parliament may hereafter determine. 

(2) All such enactments as had effect with respect to the Income Tax 
charged for the year 1933-34 shall have effect with respect to the Income 
Tax charged for the year 1934-35. 

Higher rates of Income Tax for 1933-34. 

20.—Income Tax for the year 1933-34 shall be charged, in the case 
of an individual whose total income from all sources exceeded two 
thousand pounds, at the same higher rates in respect of the excess over 
two thousand pounds as were charged for the year 1932-33. 

21.—(1) Where rent is payable in respect of any land the property 
in which is not separately assessed and charged under Schedule A, or in 
respect of any easement, and— 

Income Tax on certain rents, mining royalties, etc. 
(a) the land or easement is used, occupied or enjoyed in connec- 
tion with any of the concerns specified in Rules 1, 2 and 3 of No. 
III of Schedule A; or 
(b) the lease or other agreement under which the rent is payable 
provides for the recoupment of the rent by way of reduction 
of royalties or payments of a similar nature in the event of the 
land or easement being used, occupied or enjoyed as aforesaid; 
the rent shall be charged with tax under Schedule D and shall, subject 
to the provisions of this section, be treated for the purpose of such of 
the provisions of the Income Tax Acts as refer to royalties paid in 
respect of the user of a patent as if it were such a royalty: 

Provided that, where the rent is rendered in produce of the concern, 
it shall, instead of being treated as aforesaid, be charged under Case III 
of Schedule D as if it were mentioned in Rule 1 of the rules applicable 
to that case, and the value of the produce so rendered shall be taken 
to be the amount of the profits or income + tes therefrom. 

3 & 4 Geo. 5, ¢. 3. 

(2) Subject to the provisions of Section 2 of the Provisional Collec- 
tion of Taxes Act, 1913, a deduction from a payment of rent made by 
any person on account of Income Tax at any time before the passing 
of this Act, which would have been a legal deduction if the provisions 
of this section had been in force at that time, shall be deemed for all 
purposes (including all the purposes of legal proceedings instituted 
before the passing of this Act) to_have been a legal deduction to which 
all the provisions of Rule 19 or Rule 21 of the General Rules, as the 
case may be, were ——— 

8 & 9 Geo. 5, c. 40. 
(3) The provisions of Subsection (2) of Section 211 of the Income 


Tax Act, 1918, shali have effect as if this section had come into opera- 
tion on April 6th, 1934. 


(4) For the purpose of this section— 


(a) the expression “‘land’’ means lands, tenements, hereditaments 
and heritages ; 

(b) the expression “‘easement” includes any right, privilege or bene- 
fit in, over or derived from land; 

(c) the expression “rent”? includes a rent service, rent charge, fee 
farm rent, feu duty or other rent, toll, duty, royalty or annual 
or periodical payment in the nature of rent, whether payable 
in money or money’s worth or otherwise, but does not include 
any of the payments enumerated in Rules 1 to 6 of No. II of 
Schedule A. 

(5) Rule 5 of No. III of Schedule A (which provides for the com- 
putation of the annual value of the produce of any such concern as 
aforesaid) shall cease to have effect. 

Exemption for Issue Department of Reserve Bank of India. 
22.—Any profits or income accruing or arising to the Issue Depart- 
ment of the Reserve Bank of India constituted under an Act of the Indian 
Legislature called the Reserve Bank of India Act, 1934, shall be ex- 
empt from Income Tax. 


Court Decisions 


(Continued from page 494) 

Collection of Taxes Where a Bond for Payment Has 
Been Executed.—Where collection of 1918 additional in- 
come and profits taxes as to which a bond was executed 
on May 18, 1925, was barred by the statute of limitations, 
collection may be made on the bond, on the authority of 
U. S. v. John Barth, 279 U. S. 370. It is held that there 
is no merit in the following contentions: (1) that the 
present action was not commenced within three months 
after rejection of the claim by the defendants as required 
by Section 211 of the New York Surrogates Court Act 
(this has no application to a suit by the Government in 
a Federal court to recover taxes); (2) that the tax is er- 
roneous, and nothing is due (this is an action on the bond); 
(3) that there is another action pending between the same 
parties for the recovery of the amount of the tax (the two 
actions are distinct); and (4) that there has been no final 
determination of the tax liability of the taxpayer for 1918 
(this contention has no bearing in an action on the bond). 
—U. S. District Court, South Dist. of New York, in United 
States of America, v. Ray L. Erb, Earl G. Crain and Samuel 
W. Gregg, as Executors of the Last Will and Testament of 
Elmer E. Smathers, Deceased. No. L54-26. 

The Court, pursuant to the reversal of its previous deci- 
sion, holds that collection may be made on a bond for 
the payment of tax, given in connection with a claim for 
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abatement, though the statute of limitations on collection 
of the tax had expired when the bond was executed— 
U. S. District Court, No. Dist. of Texas, Dallas Div., 
United States v. C. M. Root and Fidelity & 
of Maryland. 


Collection of Taxes—Restraint Suit—Federal District 
Court has jurisdiction wheré the bill prays for an injunc- 
tion restraining collectors of internal revenue from collect- 
ing from the Commonwealth of Pennsylvania certain 
liquor license fees or a floor tax on liquors owned and 
possessed by the Commonwealth on the effective date of 
the Liquor Taxing Act of 1934. Section 3224 R. S. pro- 
viding that “No suit for the purpose of restraining the 
assessment or collection of any tax shall be maintained in 
any court” does not deprive the court of jurisdiction in a 
case in which some extraordinary and exceptional cir- 
cumstances make its provision inapplicable. “The circum- 
stances of this case are extraordinary and exceptional in 
* * * that the attempt is to tax a sovereign State.”—U. S. 
District Court, Middle Dist. of Penn., in Commonwealth 
of Pennsylvania, ex rel. William A. Schnader, Attorney Gen- 
eral, v. Alvin F, Fix, David L. Lawrence, and Lee C. Mundy, 
Collectors of Internal Revenue. No. 1092. Jan. term, 1934. 


in 


Deposit Company 


Deductions from Gross Income.—The trial court found 
that the taxpayer was on the accrual basis and that certain 
expense items, although paid in 1926, accrued in 1925, and 
were therefore not deductible in 1926. During the course 
of the proceedings in the trial court no objections were 
made, no exceptions were taken, and no motion or request 
for findings of fact and conclusions of law in appellant's 
favor was made. The appellate court holds that assign- 
ments of error must be based upon a showing in the bill 
of exceptions that the proper steps were taken ‘uring the 
course of the trial to call the alleged error to the attention 
of the trial court, and that in view of the condition of the 
record the findings of fact made by the trial court are con- 
clusive and furnish ample support for the conclusions of 
law and judgments appealed from.—u. S. Circuit Court of 
Appeals, Eighth Circuit, in Southern Power and Light Com- 
pany v. United States of America. No. 9797. May term, 
1934. Unreported decision of the District Court affirmed. 


Depletion Allowances—Invested Capital—Deduction for 
Legal Expenses.—Depletion allowances for 1917 to 1919, 
based on a March 1, 1913, value of $3.50 a cord for soft 
wood timber, are sustained, the Board’s determination of 
such value as a matter of fact being supported by the evi- 
dence. The Commissioner was not conclusively bound by 
the value reported by the taxpayer on Form T merely 
because he introduced in evidence the answers made by 
the taxpayer on that Form. The depletion allowances 
should, however, be based on the wood actually cut and 
not on the amount of wood used in the manufacture of 
paper from the accumulated supply of cut wood, as used 
as a basis by the Board. Under the applicable regulations, 
the “depletion of timber takes place when the timber is 
felled.” Moreover, a further adjustment is necessary— 
when the timber cut is deducted as depletion, the inventory 
of cut timber for each year should be adjusted accord- 
ingly, following Clearfield Lumber Co., 3 BTA 1282. 

The contention that the Board should have allowed 
a depletion deduction of $3.8506 per cord for 1919 because 
the Commissioner mistakenly allowed an amount which, 
when figured on the correct number of cords, came to that 
amount per cord is held to be without merit. In no event 
is the petitioner entitled to more than the correct amount 
of an overpayment. 

Invested capital as to cut timber for 1917, 1918, and 
1919 should include the capital invested in the standing tim- 
ber at beginning of each year, but should not include the 
cost of cutting, felling, etc., which were deductible as ordi- 
nary expenses, and if added to the cost of the raw material 
would result in a double deduction. 

Legal expenses were not deductible where incurred 
1917 in defense of taxpayer’s s president in a criminal pro- 
ceeding and of itself and its president in an equity action. 
—U. S. Circuit Court of Appeals, Second Circuit, in Gould 
Paper Company v. Commissioner of Internal Revenue. Board 
of Tax Appeals decision 26 BTA 560, modified and re- 
manded. 
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Depreciation.—An annual depreciation deduction of 10 
per cent as to blast furnaces used by an ironfounder is 
held adequate to take care of the factor of relinings required 
on an average of every two or two and a half years. The 
taxpayer’s contention that he should be allowed to deduct 
additions to a reserve to cover this item is denied. 

Where the Commissioner had mistakenly allowed a 
deduction for the above reserve for 1919, he should have 
been allowed to make proper adjustment in connection 
with an appeal covering 1919 to 1921 taken by the taxpayer 
to the Board of Tax Appeals. “The taxpayer, having seen 
fit for any reason to seek a reassessment of its tax for that 
year [1919], threw open its income for all purposes, and 
the Board was bound not to do justice by halves.” The 
court holds that the Board should make a recomputation, 
eliminating the deduction as to the reserve but allowing 
the 10 per cent deduction for depreciation. A recomputa- 
tion for 1920 is also ordered covering the amount to be 
added to the taxpayer’s income because of adjustment of 
taxpayer’s deduction incident to the reserve account. 

The court sustains the Board’s classification of expendi- 
tures made by the taxpayer in the fiscal year 1919 incident 
to the restoration of a collapsed ore dock. The Board held 
that the cost of removing the wrecked portion of the dock 
and of recovering the ore that had subsided into the river 
was deductible as an expense, the proven cost of the por- 
tion of the dock destroyed being deductible as a loss, and 
the entire cost of construction of the new parts being a 
capital expenditure. 

Amount received in the fiscal year 1921 in compromise 
of a suit for compensation ordered by the Interstate Com- 
merce Commission in 1917, by which the taxpayer was to 
be reimbursed by railroads for switching services it had 
performed from 1905 to March 31, 1914, was taxable income 
for the year received to the extent apportionable to the 
period March 1, 1913, to March 31, 1914, but the Board was 
in error in surcharging income of the fiscal year 1921 with 
the part of the compromise settlement properly apportion- 
able to the period before March 1, 1913—U. S. Circuit 
Court of Appeals, Second Circuit, in "Buffalo Union Furnace 
Company, v. Guy T. Helvering, Commissioner. Guy T. 
Helvering, Commissioner, v. Buffalo Union Furnace Company. 
This decision affirms in part and reverses in part Board 
of Tax Appeals decision, 23 BTA 439. 


Dues Tax.—Fees charged by a country club for playing 
golf were not taxable as dues under the 1926 Act, where 
they were not assessable against all members of any class 
but only against those members who elected to play golf. 
The annual fee of $30 was payable in one or two payments 
or $5 each month for six consecutive months. “I am not 
unmindful of the argument * * * that the construction 
which I now place upon the Act may render it more 
susceptible to evasion * * * a Club may resort to a 
method of high assessments through fees of this kind, and, 
by correspondingly reducing its regular membership dues 
or fees, thereby seek to evade taxes which it would other- 
wise have to pay. In answer, I can only say that if such 
conditions do arise, it will be the duty of the taxing au- 
thorities and of the courts to look through form to sub- 
stance.” —U. S. District Court, Dist. of Maryland, in Baltimore 
Country Club v. The United States. No. 5292. 


Evasion of Taxes.—The Trial Court erred in admitting 
in evidence a letter relating to defendant’s desire to reduce 
income taxes, where the defendant’s name was typewritten 
instead of signed, and the letter was not identified or 
proved by other evidence. The fact that the letter was 
pinned to a voucher and made part of defendant’s books 
of account did not justify its admission. 

Where defendant did not claim immunity under the Fifth 
Amendment at the time his books were examined by a 
revenue agent, he waived such immunity and could not 
claim it for the first time at the trial. 

Evidence based on book entries made under defendant’s 
instructions was not sufficient to sustain a verdict of guilty 
on a charge of attempting to evade and defeat the income 
tax. 

The Court’s instructions to the jury as to when it was 
necessary for the defendant to determine whether certain 
commission should be his or that of a company controlled 
by him, were inconsistent and “where two instructions are 
given to the jury, one erroneous and prejudicial and the 
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other correct, it is impossible to tell which one the jury 
followed and it constitutes reversible error.”—U. S. Circuit 
Court of Appeals, Third Circuit, in F. F. Nicola v. United 
States of America. No. 5248. Oct. term, 1933. Decision of 
U. S. Dist. Court, West. Dist. of Penn., reversed. 


Federal Estate Tax.—Claim for recovery of part of an 
estate tax paid on October 10, 1925, was barred by the 
statute of limitations where it was not filed until Decem- 
ber 29, 1931. Section 3228 (a) of the Revised Statutes 
provides that such claim must be filed within four years 
after payment of the tax.—U. S. District Court, Dist. of 
Conn., in Isabelle Hammond-Knowlton as Administratrix cum 
testamento annexo de bonis non of the Estate of Charles C. 
Knowlton, Deceased, v. Robert O. Eaton, Collector of Internal 
Revenue for the District of Connecticut. No. 3577 Law. 

Gift of real property, valued at over a million dollars, 
made by the decedent, who was 77 years old and invalided 
by hemiplegia, which resulted in paralysis of his left side, 
ten months before his death is held not to have been made 
in contemplation of death, the evidence, according to the 
opinion, establishing that it was made in contemplation of 
the marriage of the donor, so that his future wife should 
have no interest in the property.—U. S. Circuit Court of 
Appeals, Third Circuit, in J. Bertram Lippincott and Bertha 
L. Coles, Executors of the Estate of Walter Lippincott, De- 
ceased, v. Commissioner of Internal Revenue. No. 5245. Oct. 
term, 1933. Board of Tax Appeals decision, 27 BTA 735, 
reversed. 

Transfer in trust made by the decedent in 1919 was not 
made “in contemplation of death,” which occurred in 1931. 
At the time of the transfer she was in good health, and 
in 1920 she traveled abroad. The evidence indicates that 
the transfer was part of a plan which originated in 1907 
when she created a revocable trust (later revoked). By 
the terms of the instant trust, the trustees were to pay 
one-half the net income to the decedent during her life- 
time and the other half to her three children until her 
death; then all the income was to go to the children. 
Upon the death of the last survivor of the decedent and 
the three children, the trust res was to be distributed. The 
trust named the decedent and two others as trustees, and 
though silent as to any reserved right to alter by the dece- 
dent either alone or in conjunction with another, it pro- 
vided that the trust could be terminated by the trustees, 
any two of which could fill a vacancy caused by death or 
resignation. Nor was the above trust one “to take effect 
: possession or enjoyment at or after the decedent’s 

eath.” 


Estate tax.—In 1920 the decedent resigned as trustee but 
was later appointed by the other two trustees to succeed 
her successor who had resigned. It is held that even if 
this procedure had not been followed, the above transfer 
did not come within the reach of section 302 (d) of the 
1926 Act which states that gross estate includes the value 
of property at the time of decedent’s death “to the extent 
of any interest therein of which the decedent has at any 
time made a transfer * * * where the enjoyment thereof 
was subject at the date of his death to any change through 
the exercise of a power, either by the decedent alone 
or in conjunction with any person, to alter, amend, or 
revoke, * * *.” The court holds that the decedent “held 
office by virtue of an appointment by other trustees, and 
not by virtue of any reservation in the trust deed. But if 
she had never resigned, the transfer by her would have 
been none the less complete because she was one of the 
original trustees.”—U. S. Dist. Court, Dist of Mass., in 
Mary Adelaide Poor et al. v. Thomas W. White, Collector. 
Law No. 5625. 

Gross estate of decedent who died February 27, 1921, 
did not include the proceeds of seven insurance policies 
on the life of the decedent and payable to his estate (as 
to these policies, decedent had in 1904 assigned his interest 
to his wife, provided she survived him, reserving only the 
right to apply dividends to reduce premiums) or to named 
beneficiaries, but taken out prior to the 1918 Act, on the 
authority of Llewellyn v. Frick, 268 U. S. 238. Although 
certiorari was denied in Heiner v. Grandin, 44 Fed. (2d) 
141, which is not in harmony with this decision, the court 
states that it will await some clear and definite pronounce- 
ment from the Supreme Court before it will feel at liberty 
to give a retroactive effect to Section 402 (f) of the 1918 
Act.—U. S. District Court, Dist. of Mass., “in Norman W. 
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Bingham, Jr. et al., Executors u/w King Upton v. United 
States. Law No. 4592. 

Plaintiff sustained the burden of proving that certain 
stock in a close corporatign had a value for estate tax pur- 
poses other than that determined by the Commissioner. 

Sum of money placed in escrow by the decedent, within 
two years of his death on January 4, 1931, for use by a 
church in the erection of a community building to be owned 
by the church provided the church raise an equal amount 
was not part of his estate where the gift was accepted by 
the church upon the conditions named. “The transaction 
with the said church though made within two years of the 
decedent’s death is a transfer to a charitable or eleemosy- 
nary institution, and would be a proper deduction from the 
estate if made by will, and is therefore not subject to the 
provisions of the statute with regard to transfers made 
within two years of the death of the decedent.”—U. S. 
District Court, Dist. of Kan., Sec. Div., in The Fourth 
National Bank in Wichita, Kansas, Executor of the Estate 
of Howard E. Case, deceased, v. The United States of America. 
Law No. 1474. 


Losses.—Amount contributed by a director of a bank to 
purchase questionable notes owned by the bank did not 
give rise to a deductible loss nor, on the evidence, to a 
debt ascertained to be worthless in part, under the 1921 
Act.—U. S. Circuit Court of Appeals, Third Circuit, in 
C. H. C. Jagels v. Commissioner of Internal Revenue. No. 
5285. March term, 1934. Decision of the Board of Tax 
Appeals, 23 BTA 1041, affirmed. 


Losses.—Deduction for a loss by fire should be made 
from gross income of year in which fire occurs even though 
in that year suit is filed for recovery of damages, which 
suit is not finally decided until a later year. “Where, as 
in the case at bar, an actual physical loss occurs, resulting 
in a certain definite, fixed amount of damage, it seems 
better practice to allow the deduction for that entire 
amount of damage (not covered by insurance) in the year 
in which loss actually occurs, according to the rule in the 
White Dental case [U. S. v. White Dental Mfg. Co., 274 
U. S. 398], rather than to defer it until subsequent events 
indicate whether or not a recovery is to be had from 
other parties for a part of the loss.” [Dissenting opinion 
filed.]J—U. S. Circuit Court of Appeals, Seventh Circuit, 
in Commissioner of Internal Revenue v. Highway Trailer 
Company. No. 5143. Oct. term, 1933, April session, 1934. 
Decision of the Board of Tax Appeals, 28 BTA 792, re- 
versed. 


Priority of Taxes.—Lien of Pennsylvania borough for 
borough school, poor, and county taxes for 1923 to 1925 
with respect to a fund derived from the sale of property 
of a bankrupt has priority over claims for taxes of the 
Commonwealth of Pennsylvania and the United States, 
pursuant to a Pennsylvania statute providing that taxes 
for the years in question lawfully imposed or assessed by 
any municipality on any property in the Commonwealth 
shall be a first lien—U. S. District Court, Middle Dist. of 
Penn., In the Matter of Mt. Jessup Coal Company, Ltd., 
Bankrupt. No. 5006 in Bankruptcy. 

The claim of the United States for taxes against an 
estate in receivership is entitled to priority as against the 
tax claims of the State of Michigan, the County of Wayne, 
and the City of Detroit under statutory tax liens.—Circuit 
Court for the County of Wayne in the State of Michigan 
in Louis G. Blumberg, et al. v. Federal Steel Corporation, a 
Michigan corporation, United States of America, Intervenor. 
No. 199,067. 


Refund Claims.—Suit brought within two years after 
rejection of taxpayer’s second claim for refund of 1918 
taxes is timely, the second claim not being a repetition of 
the first, which had requested consideration under the 
special assessment sections.—U. S. Circuit Court of Ap- 
peals, First Circuit, in Pacific Mills v. Malcolm E. Nichols, 
Former Collector of "Internal Revenue. No. 2897. Oct. term, 
1933. Decision of lower court reversed. 


Reorganization.—Where stocks of two corporations were 
acquired from the stockholders by two other corporations 
which issued their stock therefor, the latter being separate 
corporations, and there was not the acquisition by one 
corporation of stock of another as contemplated by Section 
112 of the 1928 Act, there was no statutory reorganization, 
and the stockholders realized taxable gain on the exchange. 
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In determining the gain to the stockholders from the 
above exchange, the trial court properly fixed the values 
to be attributed to the stocks received on the basis of 
testimony of witnesses rather than solely on New York 
Stock Exchange sales made at the time.—U. S. Circuit 
Court of Appeals, Third Circuit, in John J. Rogers, Col- 
lector of United States Internal Revenue for the Fifth Collec- 
tion District of New Jersey, v.“Lavinia R. Strong; Lavinia R. 
Strong v. John J. Rogers, Collector of United States Internal 
Revenue for the Fifth Collection District of New Jersey. Nos. 
5425 and 5432. Decision of District Court affirmed. 


Statute of Limitations.—The court, while granting a mo- 
tion to amend certain findings of fact made in its decision,’ 
reaffirms its original opinion that where a claim for refund 
was rejected but thereafter reconsidered, the statute of 
limitations on suit began with the date of rejection after 
reconsideration, and not on the date of the original rejec- 
tion. The evidence is held to establish that the claim was 
reconsidered by the Commissioner on its merits, where, 
after his first rejection of the claim on its merits, he sub- 
sequently decided that the claim was well founded and 
allowed it so far as the merits were concerned, but took up 
a new question and held in effect that by reason of the 
delay the claim was then barred by the statute of limita- 
tions. 

The court also reaffirms its original opinion to the effect 
that the period of limitation on suit is prescribed by statute 
and cannot be varied by a Bureau regulation (here, Treas- 
ury Decision 4235).—U. S. Court of Claims in American 
Safety Razor Corporation v. The United States. No. L-510. 


Stock Transfers—Stamp Tax.—Stamp tax liability was 
incurred under Schedule A(3) of Title VIII of the 1926 
Act where a corporation resulting from the consolidation 
of three other corporations issued its stock to the stock- 
holders of those corporations pursuant to an agreement 
to that effect. The transaction was the equivalent of an 
issue of the stock to the three corporations and a transfer 
by them to the stockholders.—U. S. District Court, Dist. 
of Mass., in Consolidated Equities, Inc. v. Thomas W. White. 
Law No. 5080. 

Where customers of a broker purchased voting trust 
certificates representing shares af stock, and the corpora- 
tion issued its shares to the voting trustees who had the 
voting trust certificates issued to the customers, there was 
no transfer of legal title to the shares by the issuance of 
such certificates, and no stamp tax on transfers of stock 
was incurred.—U. S. District Court, Dist. of Mass., in 


oo Equities, Inc. v. Thomas W. White. Law No. 


Trends in Revenue Legislation 
(Continued from page 465) 


who are actually determining and reviewing the 
great bulk of the cases. Nevertheless, if we are 
to simplify our statute, by a change from detailed 
specification to general rule, such a delegation of 
power appears to be essential. Moreover, in the 
hands of a trained and fair-minded personnel, there 
is no reason why it should not work satisfactorily. 
We lawyers are perhaps too prone to think that a 
man called a judge is more likely to deal justly than 
a man called an administrative officer. If we exer- 
cise the same care in choosing the latter, and require 
as good training, there seems to be no reason in the 
nature of things why the administrative official 
should not be as satisfactory as the judicial, and he 
is in other countries. 

The task of restatement of the substantive and 
administrative provisions of the revenue law is not 
a one-man enterprise, nor a short-time job. It re- 
quires the experience and skill of members of the 
bar, of accountants, of internal revenue officials and 





1Summary reported in the April issue of THe Tax Macazine at 
page 210. 
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of legislative draftsmen. Furthermore, it requires 
the cooperation in some form of the Congressional 
committees, particularly of the Joint Committee on 
Internal Revenue Taxation, and the Treasury, as well 
as the professional organizations. The nearest ap- 
proach to the general type of organization is, per- 
haps, the American Law Institute, which has been 
engaged in the restatement of various other branches 
of the law for some years. A reporter, aided by an 
advisory group composed of members of the bar, 
of accountants, and possibly also of business men 
and economists could be designated to consider the 
present statute and decisions to determine the course 
the codification should take, and to prepare a draft 
along the agreed lines. To be most effective, it is 
particularly necessary that the restatement be made 
only after the fullest consideration of the present 
practice, and of the business and other economic con- 
siderations involved. The work will necessarily take 
a considerable period; a similar undertaking in Eng- 
land has required seven years, and is only just now 
being completed. But at the least, the result will 
be a full consideration of the underlying theories of 
the statute, and the reasonable likelihood of a con- 
siderable improvement in its administration. At the 
best, we will secure a workable and simplified rev- 
enue law, which can stand for some years without 
substantial change. 

While this process of statutory revision is under 
way, we can afford to give some consideration to 
possible improvements in administration which re- 
quire no statutory sanction. Even the casual 
student of English tax administration must be im- 
pressed with the speed with which a final settlement 
of tax liability is reached. Well over 99 per cent. 
of all assessments are finally agreed upon between 
tax inspector and taxpayer without any further ap- 
peal whatever, either to higher Inland Revenue 
officials or to the courts. The success of the system 
appears to rest upon two principal foundations: the 
vesting of wide authority in the local inspector, who 
has all the dealings with the taxpayer; and the reli- 
ance upon certified accounts furnished by independ- 
ent auditors in all cases of importance. The 
attitude of the taxpayer and of the Inland Revenue 
is that a prompt and final settlement of tax liability 
is to be preferred to excessive administrative reviews 
and litigation. The inspector rarely examines a tax- 
payer’s books of original entry except in fraud cases ; 
ordinarily if the auditor certifies that he has exam- 
ined them, and that his statement is correct, the 
inspector takes the accounts so certified as his start- 
ing point. In this way, a great amount of duplica- 
tion of effort in the examination of books is avoided ; 
and apparently the revenues do not suffer. 

To reach the result of a prompt and satisfactory 
settlement of tax liability requires not only efficient 
Treasury Administration and personnel. The Treas- 
ury must be able to rely upon the accuracy and the 
high standards of the lawyers and of the accountants 
practicing before it. Revenue agents must still go 
to the original books, unless they can be sure that 
the accounts submitted truly and frankly reflect the 
books. The Treasury cannot improve the standards 
of the bar or of accountants; it can only disbar in 
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flagrant cases. The bar itself must take the lead in 
this task, as in the task of improving the calibre of 
the bar generally. We ought to be able to look for- 
ward to a day when the revenue laws will be suffi- 
ciently well codified to stand for ten years at least 
with only minor amendments; when the Treasury 
bar will have mastered their art and mystery; and 
when in place of dockets clogged with a ten years’ 
supply of tax cases, we will hear and determine tax 
appeals in the year in which they are taken. None 
of these goals are impossible, and for their attain- 
ment the Treasury and the bar must work hand in 
hand. 


Amendments of Regulations 


Jewelry Tax 


Chapter V of Regulations 46, relating to the ex- 
cise tax on Jewelry, as amended by Treasury Deci- 
sion 4453, XITI-31-6392 (p. 9) follows (changes from 
prior regulations appear in italics.) : 


Chapter V ; 
JEWELRY, ETC. 

. Section 605 of the Revenue Act of 1932 
There is hereby imposed upon the following articles, sold by the 
manufacturer, producer, or importer, a tax equivalent to 10 per centum 
of the price for which so sold: All articles commonly or commercially 
known as jewelry, whether real or imitation; pearls, precious and semi- 
precious stones, and imitations thereof; articles made of, or ornamented, 
mounted or fitted with, precious metals or imitations thereof or ivory 
(not including surgical instruments or silver-plated ware, or frames or 
mountings for spectacles or eyeglasses); watches; clocks; parts for 
watches or clocks sold for more than 9 cents each; opera glasses; 
lorgnettes; marine glasses; field glasses; and binoculars. No tax shall be 
imposed under this section on any article used for religious purposes, or 
any article (other than watch parts or clock parts) yi for less than $3. 
é Section 609 of the Revenue Act of 1934 
* The tax imposed by section 605 of the Revenue Act of 1932 shall not 
apply to articles sold by the manufacturer, producer, or importer, after 

the date of the enactment of this Act, for less than $25. 
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EXTRA! 


Dictating Machines Have Changed! 


Tax experts owe it to themselves to try the 


new Pro-technic Ediphone. You can do so at 
your own desk—without obligation. 


This new Edison instrument is entirely en- 
closed,—providing Dust-Proof Protection, — 
and its “Balanced” Voice Writing delivers 
more efficiency ....more economy! As a 
matter of fact, YOU PAY NOTHING until 
Edison proves it can increase your dictators’ 
business capacity 20%-to-50% | 


If you are “from Missouri", telephone The 
Ediphone, Your City, or write to— 


THOMAS A. EDISON, Inc., Orange, N. J. 
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Art. 28. Scope of tax.—The tax imposed under section 605 of the 
Revenue Act of 1932 is applicable to the sale by the manufacturer of 
certain articles classified as follows: 

(1) All articles commonly or commercially known as jewelry, whether 
real or imitation; 

(2) Pearls, precious and sefiprecious stones, and imitations thereof; 

(3) All other articles made of, or ornamented, mounted, or fitted 
with, precious metals or imitations thereof or ivory; and 

(4) Articles specifically mentioned in the Act, such as watches, clocks, 
parts for watches or clocks, opera glasses, lorgnettes, marine glasses, 
field glasses, and binoculars. 

During the period June 21, 1932, to May 10, 1934 (both dates inclu- 
sive), the tax attaches to the full selling price of any of the foregoing 
articles where the price is $3 or more, except that parts for watches 
or clocks are taxable only when sold for more than 9 cents each. 

Effective on and after May 11, 1934, the tax attaches to the full 
selling price of any of the foregoing articles, including parts for watches 
or clocks, where the price is $25 or more. 

In any case where the sale is taxable, the tax attaches to the entire 
price and not to the amount by which such price exceeds 9 cents, $3, 
or $25, as the case may be. 

The assembling of two or more of the articles specified in the law is 
a further manufacturing process and the person who assembles such 
articles into other taxable articles is a producer and liable for the tax 
on the sale of the assembled articles. 


Art. 29. Jewelry.—Jewelry in general includes articles designed to 
be worn on the person or apparel for the purpose of adornment and 
which in accordance with custom or ordinary usage are worn so as to 
be displayed, such as rings, chains, brooches, bracelets, cuff buttons, 
necklaces, earrings, beads, etc. The tax attaches to such articles, when 
sold during the period June 21, 1932, to May 10, 1934 (both dates 
inclusive), for $3 or more, or when sold on or after May 11, 1934, for 
$25 or more, regardless of the substance of which made and without 
reference to their utilitarian value or purpose. The term “jewelry” 
ordinarily does not include articles designed to be carried in the hand 
or hung over the arm, such as canes, bags, and purses. Likewise, many 
things designed to be carried in the hand or worn concealed about the 
person, such as vanity cases, mesh bags, cigarette cases, eyeglass cases, 
and pencils, do not fall within the category of jewelry, as defined, here- 
inbefore. However, such articles sold during the period June 21, 1932, 
to May 10, 1934 (both dates inclusive), for $3 or more, or on or after 
May 11, 1934, for $25 or more, are taxable under section 605 when 
made of, or ornamented, mounted, or fitted with, precious metals or 
imitations thereof or ivory. It is immaterial under the Act whether 
the jewelry is real or imitation. 

Art. 30. Pearls, precious and semiprecious stones, and imitations 
thereof.—When sold during the period June 21, 1932, to May 10, 1934 
(both dates inclusive), for $3 or more, or when sold on or after May 11, 
1934, for $25 or more, the tax attaches to the sale by the manufacturer 
of all pearls and precious or semiprecious stones, whether real or imi- 
tation, whether cut or uncut, whether drilled, mounted, or matched, 
whether temporarily or permanently strung, and whether with or with- 
out clasps. Beads are subject to the tax as jewelry if the beads are 
strung ready for use. The sale of loose el is not subject to the 
tax unless such beads are pearls, precious or semiprecious stones, or 
imitations thereof, but a person who strings loose beads into a necklace, 
for example, is liable as the producer of the necklace. 

Articles carved or made from precious or semiprecious stones or 
imitations thereof, such as ash trays, lighters, book ends, etc., are 
taxable. 

Art. 31. Articles other than jewelry, made of, or ornamented, 
mounted, or fitted with, precious metals or imitations thereof or ivory. 
—The term “precious metals’ includes platinum, gold, silver, and 
other metals of similar or greater value. The term “imitations thereof” 
includes platings (except in the case of silver-plated ware) and alloys 
of such metals. 

Silver-plated ware which is ornamented, mounted, or fitted with 
precious metals or imitations thereof other than silver-plate, is subject 
to tax. 

Examples of articles which become subject to the tax when orna- 
mented, mounted, or fitted with precious metals or imitations thereof, 
are umbrellas, purses, walking sticks, fountain pens, cigarette lighters, 
and shoe buckles. 

Art. 32. Watches and clocks.—The sale by the manufacturer of a 
watch or clock is taxable regardless of the substance of which made. 
During the period from June 21, 1932, to May 10, 1934 (both dates, 
inciusive), watches and clocks sold by the manufacturer for $3 or more, 
and parts for watches or clocks (including cases, movements, mechanisms, 
etc.) sold for more than 9 cents each, were subject to the tax. Watches 
or clocks, and parts therefor, sold on or after May 11, 1934, are subject 
to the tax only when sold for $25 or more. 

Art. 33. Opera glasses, lorgnettes, marine glasses, field glasses, and 
binoculars.—These articles are specifically subject to the tax. However, 
the enumeration is deemed to include only portable instruments. Ac- 
cordingly, marine glasses, field glasses, and similar optical instruments 
which by reason of their size or weight are ordinarily mounted upon 
tripods or other bases, are not subject to the tax. 

Art. 34. Application of the tax.—By specific provisions of the law, 
as amended, the tax does not attach to 

(1) Articles specifically exempted by enumeration in the statute, in- 
cluding surgical instruments, silver-plated ware, frames or mountings 
for spectacles or eyeglasses, and articles used for religious preees- 

(2) Articles sold on or after May 11, 1934, for less than $25, and 
articles sold prior to such date for less than $3 (except parts for watches 
or clocks sold prior to such date for more than 9 cents). 

(3) Articles sold directly to a registered manufacturer for further 
manufacture of taxable articles or to a registered vendee for resale to 
a registered manufacturer for the further manufacture of taxable articles. 

Among the articles or parts of articles coming within the scope of 
section 605 which may be purchased tax free for further manufacture 
by a manufacturer or producer who complies with the registration pro- 
visions set forth in Article 7, as amended, are (1) all mountings made 
of, or ornamented, mounted, or fitted with, precious metals or imitations 
thereof or ivory; (2) pearls, precious and semi-precious stones, and 
imitations thereof, whether uncut or cut and ready for use but not 
mounted; (3) watch cases, watch movements or mechanisms, parts for 
watches and clocks, etc., and (4) other similar incomplete or unfinished 
articles subject to tax under section 605. 
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The phrase “articles used for religious purposes’ means articles of 
the description which might be included in the taxing provisions of the 
Act but which are commonly used in religious devotions. An article 
commonly used for nonreligious purposes may be sold tax free only if 


purchased from the manufacturer for use exclusively for religious 
purposes. 


Art. 35. Rate of tax.—The tax is payable by the manufacturer at 


the rate of 10 per cent of the sale price as outlined in Articles 8 to 15, 
inclusive, and in Article 28. 


[Signed by Guy T. Helvering, Commissioner of Internal 
Revenue, and approved July 24, 1934, by T. J. Coolidge, 
Acting Secretary of the Treasury. ] 


Beer Barrel Tax Stamps 


The rules for treating beer barrels and affixing 
stamps thereto are amended by Treasury Decision 
4457, XIII-32-6947 (p. 26), to read as follows: 


1. The following procedure for treating beer barrels and affixing tax 
stamps thereto is hereby prescribed, and supersedes the provisions of 


Regulations #6, revised July, 1918, and Regulations #9, approved 
March 30, 1933: 


2. The surface of the head of each wooden barrel for a distance of at 
least five inches from the spigot hole therein must be thoroughly treated 
with a water-proofing material which renders the surface impervious 
to moisture and will afford a smooth dry surface for affixing tax stamps. 


Any material that will impregnate the pores and render the surface 
water-proof may be used. 


_ 3. Tax stamps must be secured to the packages of fermented liquor 
in such manner that they cannot be removed without intentional effort 


for that purpose. The stamps must be treated and affixed, in the case 
of wooden containers, as follows: 


_ (a) Dissolve one pound of chloride of sodium (common salt) 
in two gallons of cold water; spread this over the backs of the 
sheets of stamps with a broad thin brush, and then dry them. 
They are now ready to be affixed. 

(b) In applying the stamps to the cask, first take liquid silicate 
of soda Sepa of medium density; rub it well into the irregu- 
larities of the surface of the wood with a brush, and apply the 
stamp quickly while the wood is quite wet. 

(c) When the stamp is dry, a second coating of the silicate must 
be spread over the face of the stamp; and if the barrels are to be 
exposed to the action of the weather, or to be stored in damp places 
for considerable periods, the stamp must be secured by four tacks, 
to prevent its peeling off. 


4. Where tax stamps are affixed to metal containers a non-water 
soluble adhesive must be used. 


[Signed by Guy T. Helvering, Commissioner of Internal 
Revenue, and approved August 2, 1934, by T. J. Coolidge, 
Acting Secretary of the Treasury. ] 


Problems of the Federal Tax Bar 
(Continued from page 468) 


regulation really needful only for its relatively few 
rascals. i 

In regulating the Treasury Bar, which consists not 
only of lawyers but also of accountants and agents, 
there will be three purposes in mind. 

1. To protect the revenues of the United States 
against fraud and waste. 

2. To protect taxpayers against dishonest or 
tricky advisors who lead them into trouble and con- 
troversy. 

3. To protect honorable lawyers who give faithful 
advice to their clients against the unfair competition 
of slickers whose stock in trade is fraudulent practice 
or false claims of influence. 

Much of the professional misconduct which dis- 
turbs the Treasury should be equally disturbing to 
the honorable members of the legal profession. 
Lawyers whose practice has been based upon their 
ability and character have seen their clients lured 
away by claims or appearances of political or per- 
sonal influence. Lawyers who give conservative and 
upright advice have seen their clients weaned away 
by soliciting lawyers who claimed to have safe 
schemes to outwit the Treasury by taking long 
changes. 

Taxation is a problem of great importance today 
and of increasing importance in the years to come. 
The Treasury can have substantial aid in the admin- 
istration of the tax laws from an intelligent, high 
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minded, reliable bar, though it be zealous in the ad- 
vocacy of taxpayers rights. It can have no greater 
obstruction than those who by clever devices that 
border upon fraud or by claims of the use of im- 
proper influence, bring tax administration into con- 
tempt and disrepute. 

In the belief that a more effective organization 
of the tax bar would be a contribution to good tax 
administration as well as to the welfare of the pro- 
fession, I am privileged on behalf of the present 
administration of the Treasury, to commend the ef- 
forts of your committee and invite you to early con- 
ference with the new enrollment board as to the 
regulations best designed to keep both government 
and taxpayer representation on a creditable profes- 
sional plane. 


Rulings of the Bureau of Internal Revenue 


Income Tax 


Dividend Payments—Returns of Information.—Section 
148 of the Revenue Act of 1934 provides that every 
corporation subject to income tax shall, when required by 
the Commissioner, render a correct return, duly verified 
under oath, of its payments of dividends, stating the name 
and address of each shareholder, the number of shares 
owned by him, and the amount of dividends paid to him. 
In accordance with that section of the Act, returns of 
information in respect of dividend payments shall be rend- 
ered for the calendar year 1934 and each calendar year 
thereafter as follows: 


(a) Except as provided in paragraph (b) below, every domestic cor- 
poration or foreign corporation engaged in business in the United States 
or having an office or place of business or a fiscal or paying agent in 
the United States, not specifically exempt from taxation, making pay- 
ments of dividends and distributions out of its earnings or profits 
accumulated since February 28, 1913 (not including stock dividends 
or distributions in liquidation) to any shareholder who is an individual 
(citizen, resident, or nonresident alien), a fiduciary or a partnership, 
amounting to $300.00 or more during the calendar year, shall render 
an information return on Forms 1096 and 1099 for the calendar year 
1934 and each calendar year thereafter. A separate Form 1099 must 
be prepared for each shareholder, upon which will be shown the name 
and address of the shareholder to whom such payment was made, and 
the amount paid. These forms, accompanied by letter of transmittal 
on Form 1096 showing the number of Forms 1099 filed therewith, shall 
be forwarded to the Commissioner of Internal Revenue, Sorting Section, 
Washington, D. C., on or before February 15 of the following year. 

(b) In cases of distributions which are made from a depletion or 
depreciation reserve, or which for any other reason are deemed by the 
corporation to be nontaxable or partly nontaxable to its shareholders, 
the corporation will first fill in the information on the reverse side of 
Form 1096 and forward this form.to the Commissioner of Internal 
Revenue, Sorting Section, Washington, D. C., not later than February 1 
of the following year. Upon receipt of this information the Commis- 
sioner will determine and advise the corporation by letter whether any 
portion of such distribution is subject to tax. The corporation after 
receiving this letter will then properly prepare for each shareholder a 
Form 1099, which shall be forwarded with Form 1096 to the Commis- 
sioner of Internal Revenue, Sorting Section, Washington, D. C., not 
later than thirty days after such letter is received. 

In any case where it is impossible to file the return within the time 
herein prescribed, the corporation may, upon a showing of such fact, 
obtain a reasonable extension of time for filing the return. The request 
for the extension of time must be forwarded to the Commissioner of 
Internal Revenue, Rules and Regulations Section, Washington, D. C., 
on or before the date prescribed for filing the return. 


[Signed by Guy T. Helvering, Commissioner of Internal 
Revenue, and approved August 3, 1934, by L. W. Robert, 


Jr., Acting Secretary of the Treasury.J]—T. D. 4459; XIII- 
33-6964 (p. 8). 

Iowa Property Relief Tax, Deduction for.—Tax imposed 
by division IV of the Iowa property relief act is deductible 
as a tax by the vendor, upon whom it is imposed.—I. T. 
2802, XIII-33-6949 (p. 2). 

Interest, Taxable.—Discount received at maturity by the 
holder of bank acceptances and interest on a time note 
issued by the Secretary of Agriculture under Section 4 
of the Agricultural Adjustment Act (48 Stat., 31) represent 
interest on obligations of the United States. Although 
such interest is required to be included in gross income, the 
amount thereof may be credited against the net income of 
a corporation under Section 26 of the Revenue Act of 1932. 
_ Gain on the sale of such acceptances is taxable as ordinary 
income. Recommended that I. T. 2725 (C. B. XII-2, 29) be 
modified accordingly.—G. C. M. 13320, XITI-33-6951 (p. 14). 
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Annuities 


The safest known investment 


Eight Hundred Million dollars of United States 
Government Bonds, have been offered recently 
to the public for investment to yield from 2% to 
3 percent interest. 


An annuity, backed by America’s oldest life 
insurance company will guarantee an interest re- 
turn for life of— 


7.60% interest at age 55 
8.67% « a 
10.10% * Bt Te 
12.03% “ oo a 
14.67% “ Ti% wa 
18.39% . = ia 
This interest yield is likely to be lowered any day. 


I shall be pleased to advise you fully with regard 
to this important matter. 


WILLIAM S. BLIZZARD 


107 William Street NEW YORK CITY 
Telephone John 4-2570 


THE 


BROUN-GREEN 
COMPANY 


48 John Street 
Telephone John 4-4540 


New York 


Corporation Outfits 
Stock Certificates Bonds 


Printers Lithographers Engravers 


PROTECTION AGAINST DUPLICATION 
All Certificates and Bonds manufactured by us 
are of exclusive design, prepared in our own 
plant and never sold except in completed form 
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In view of General Counsel’s Memorandum 13320 (page 
14), I. T. 2725 (C. B. XII-2, 29) is modified to hold that 
although discount on bank acceptances secured by ware- 
house certificates and signed by the Secretary of Agri- 
culture in transactions entered into under authority of Sec- 
tion 4 of the Agricultural Adjustment Act may not be 
excluded from gross income, the amounts thereof may be 
credited by corporations against net income under section 
26 $ the Revenue Act of 1932.—I. T. 2804, XIII-33-6952 
(p. 17). 


Minnesota Gasoline Tax, Deduction for.—Minnesota 
gasoline tax is deductible by the consumer.—I. T. 2803, 
XIII-33-6950 (p. 2). 


Partnerships.—Partnerships having fiscal years begun in 
1933 and ending in 1934 should make returns on Form 
1065A, Revised, where any partner’s taxable year begins 
after December 31, 1933, and where capital assets (as 
defined in Section 117 of the Revenue Act of 1934) were 
sold or otherwise disposed of by the partnership during its 
fiscal year. Extension of time to September 15, 1934, is 
granted for filing such revised form of partnership return 
for fiscal years ended before June 30, 1934—T. D. 4458, 
XIII-33-6956 (p. 9). 


Publicity of Tax Returns.—The provisions of Section 
55 (b) of the Revenue Act of 1934, relating to publicity 
of income returns, are mandatory as to the filing of the 
specified statements by taxpayers and the requirement that 
such statements be made available to public examination 
and inspection. The Commissioner has no authority to 
regulate either the publication of information secured by 
the public through examination of the statements or the 
use of such information. 

Section 3167 of the Revised Statutes does not prohibit 
publication of the information made available to the public 
under Section 55 (b) of the Revenue Act of 1934.—I. T. 
2800, XIII-31-6916 (p. 2). 


Rights to Purchase Bonds.—General Counsel’s Memo- 
randum 13275 (I. R. B. XIII-27, 3) is applicable only to 
rights issued by a corporation to its stockholders to pur- 
chase bonds of the same corporation which are convertible 
into its stock. Rights issued by a corporation to its stock- 
holders to purchase bonds in the corporation which do not 
carry the conversion privilege are to be treated for income 
tax purposes in the same manner as such rights were 
treated prior to the issuance of General Counsel’s Memo- 
randum 13275. Solicitor’s Memorandum 1646 (C. B. III-1, 
107) is revoked.—G. C. M. 13414, XIII-32-6934 (p. 2). 


Social Clubs—Definition.—Association whose member- 
ship is composed of clubs and not individuals, and whose 
income (not incidental to its primary purpose) is derived 
primarily from sources other than dues and fees, is not 
exempt as a social club under Section 103 of the 1932 Act 
and prior Revenue Acts.—I. T. 2799, XIII-30-6905 (p. 2). 


Trusts.—A trust was created by the taxpayer, A, the 
income to be used to discharge his anticipated obligation to 
pay alimony if his wife, B, secured a divorce. The tax- 
payer agreed to pay an amount of x dollars annually. Ifthe 
annual income of the trust did not amount to x dollars 
the taxpayer agreed to pay any deficiency. B was later 
granted a divorce and the provisions of the trust agree- 
ment were incorporated in the divorce decree. Held, the 
income of the trust is not taxable to B but to A, the grantor. 
—G. C. M. 13308, XIII-32-6936 (p. 5). 


Withholding of Interest at Source on Bonds Where 
Maturity Date Was Extended—Where bonds matured 
January 1, 1934, but on January 15, 1934, the maturity 
date was extended to January 1, 1944, the interest on such 
bonds is not subject to the withholding provisions of Sec- 
tion 143 (a) of the Revenue Act of 1934. Withholding of 
income tax at the source is required, however, under Sec- 
tions 143 (b) and 144 of the Revenue Act of 1934 with 
respect to interest payments on such bonds owned by non- 
resident alien individuals, foreign partnerships, and foreign 
corporations.—I. T. 2799, XIII-30-6905 (p. 2). 


Withholding Requirements Under Sections 143 and 144 
of the 1934 Act—Ownership Certificate Requirements.— 
The withholding provisions of Section 143 (a) (1) are ap- 
plicable only to bonds, mortgages, or deeds of trust, or 
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other similar obligations of a corporation which were issued 
before January 1, 1934, and which contain a tax-free 
covenant. For the purpose of Section 143 (a) (1), bonds, 
mortgages, or deeds of trust, or other similar obligations 
of a corporation are issued when delivered. Where a 
broker or other person acts as selling agent of the obligor 
the obligation is issued when delivered by the agent to 
the purchaser. Where a broker or other person purchases 
the obligation outright for the purpose of holding or re- 
selling it the obligation is issued when delivered to 
such broker or other person. 


For the purpose of this Treasury decision, a_domestic corporation or 
partnership is one organized or created in the United States, including 
only the States, the Territories of Alaska and Hawaii, and the District 
of Columbia, or under the law of the United States or of any State 
or Territory, and a foreign corporation or partnership is one which 
is not domestic. A foreign corporation engaged in trade or business 
within the United States or having an office or place of business 
therein is referred to in this Treasury decision as a resident foreign 
corporation, and a foreign corporation not engaged in trade or business 
within the United States and not having any office or place of business 
therein, as a nonresident foreign corporation. A partnership engaged in 
trade or business within the United States or having an office or place 
of business therein is referred to in this Treasury decision as a resident 
partnership, and a partnership not engaged in trade or business within 
the United States and not having any office or place of business therein, 
as a nonresident partnership. 

The rates of withholding required by section 143 (a) (1) on obliga- 
tions of corporations containing a tax-free covenant and issued before 
January 1, 1934, are as follows: 


Tax-free 
Tax-free limited 
Owner unlimited to 2% 
Citizen or resident of the United States (individual or 
fiduciary) or a partnership other than a nonresident 
partnership composed in whole or in part of nonresi- 
dent aliens 
Nonresident alien individual and fiduciary, or a non- 
resident partnership composed in whole or in part 
of nonresident aliens 
Nonresident foreign corporation 
Unknown 


_ *2% assumed by debtor corporation; balance deducted from owner's 
interest. 


The withholding provisions of section 143 (b) and section 144 are 
applicable to bonds, mortgages, or deeds of trust, or other similar 
obligations of corporations issued before January 1, 1934, which do not 
contain a tax-free covenant and to such obligations of corporations 
issued on or after January 1, 1934, whether or not they contain a tax- 
free covenant, as well as to the other items of income specified in section 
143 (b). The rates of tax required by those sections to be deducted 
and withheld are 4 per cent if the owner is a nonresident alien indi- 
vidual or fiduciary, or a nonresident partnership composed in whole 
or in part of nonresident aliens, or if the owner is unknown, and 1334 
per cent if the owner is a nonresident foreign corporation. 

The portion of the tax withheld from interest on bonds, mortgages, 
or deeds of trust, or other similar obligations of corporations paid on 
or after January 1, 1934 and before 11:40 A. M., May 10, 1934, under 
the Revenue Act of 1932 which is in excess of the tax required to be 
withheld under the Revenue Act of 1934 shall be retained by the with- 
holding agent and reported on the annual withholding return, Form 
1013 for 1934 which shall be filed on or before March 15, 1935, and 
the tax shall be paid_over to the appropriate collector of internal 
revenue on or before June 15, 1935, except in those cases where by 
reason of the approval of exemption certificates, Form 1002, filed by the 
owners, the corporation is authorized to release the tax to the owners. 

The portion of the tax withheld on other classes of income paid on 
or after January 1, 1934 and before 11:40 A. M., May 10, 1934, under 
the Revenue Act of 1932, which is in excess of the tax required to be 
withheld under the Revenue Act of 1934 shall be retained by the with- 
holding agent and reported on the annual withholding return, Form 
1042, which shall be filed on or before March 15, 1935, and the tax 
shall be paid to the collector of internal revenue on or before June 15, 
1935, except in those cases where an alien employee files with his 
employer a properly executed claim on Form 1115. Upon receipt of 
Form 1115 for 1934 by an employer, or if such a form has already 
been received, the employer may release and pay over to the employee 
or his proper representative the excess tax withheld from compensation 
for labor or services performed in the United States. 

In those cases where the payee from whom tax has been withheld 
is not eligible to file an exemption certificate on Form 1002, or a claim 
on Form 1115, refund of any excess tax withheld shall be made only by 
the Bureau of Internal Revenue. Such payee may file a claim for refund 
com 843 accompanied by an individual income tax return on Form 

In accordance with the provisions of section 147(b), citizens and 
resident individuals and fiduciaries, owning bonds, mortgages, or deeds 
of trust, or other similar obligations issued by a domestic corporation, 
a resident foreign corporation, or a nonresident foreign corporation 
having a fiscal agent or a paying agent in the United States, when 
presenting interest coupons for payment shall file ownership certificates 
where (a) the obligations do not contain a tax-free covenant or contain 
a tax-free covenant but were issued on or after January 1, 1934, and 
the amount of the coupons is $20.00 or more for each issue of such 
obligations; (b) the obligations contain a tax-free covenant and were 
issued before January 1, 1934, and the amount of the coupons is $20.00 
or more for each isstie and the net income does not exceed the personal 
exemption and credit for dependents allowed by section 25(b); and (c) 
the obligations contain a tax-free covenant and were issued before 
January 1, 1934, and the net income of the owner exceeds the personal 
exemption and credit for dependents allowed by section 25(b), regardless 
of the amount of the coupons. A resident partnership, or a nonresident 
partnership. all of the members of which are citizens or residents, 
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owning such obligations when presenting interest coupons for payment 
shall file ownership certificates where (a) the obligations do not con- 
tain a tax-free covenant or were issued on or after January 1, 1934, and 
the amount of the coupons is $20.00 or more for each issue; and (b) 
the obligations contain a tax-free covenant and were issued before 
January 1, 1934, regardless of the amount of the coupons. 

In all cases where the owner of bonds, mortgages, or deeds of trust, 
or other similar obligations of a corporation is a nonresident alien 
(individual or fiduciary), nonresident partnership composed in whole 
or in part of nonresident aliens, nonresident foreign corporation, or 
where the owner is unknown, an ownership certificate for each issue 
of such obligations shall be filed when interest coupons for any amount 
are presented for payment. The ownership certificate shall show the 
name and address of the debtor corporation, the name and address of 
the owner of the obligations, a description of the obligations, the amount 
of interest and its due date, the rate at which tax is to be withheld, 
and the date upon which the interest coupons were presented for 
payment. The ownership certificate is required whether or not the 
obligation contains a tax-free covenant. However, ownership certifi- 
cates need not be filed by a nonresident alien, a partnership composed 
in whole of nonresident aliens, or a nonresident foreign corporation in 
connection with interest payments on such bonds, mortgages, or deeds 
of trust, or other similar obligations of a domestic or resident foreign 
corporation qualifying under section 119 (a) (1) (B) of the Revenue 
Act of 1934, or of a nonresident foreign corporation. Ownership certifi- 
cates need not be filed in the case of interest payments on obligations 
of a State, Territory, or any political subdivision thereof, or the District 
of Columbia; or ahitmetiane of a corporation organized under Act of 
Congress, if such corporation is an instrumentality of the United States; 
or the obligations of the United States or its possessions. (See section 
22 (b) (4) of the Act.) Ownership certificates are not required to be 
filed in connection with interest payments on bonds, mortgages, or 
deeds of trust, or other similar obligations issued by an individual or 
a partnership. Also, ownership certificates are not required where the 
owner is a domestic corporation, a resident foreign corporation, or 
a foreign government. 

When interest coupons detached from corporate bonds are received 
unaccompanied by ownership certificates, unless the owner of the bonds 
is known to the first cok to which the coupons are presented for 
payment, and the bank is satisfied that the owner is a person who is 
not required to file an ownership certificate, the bank shall require of 
the payee a statement showing the name and address of the person 
from whom the coupons were received by the payee, and alleging that 
the owner of the bonds is unknown to the payee. Such statement shall 
be forwarded to the Commissioner with the monthly return on Form 
1012, Revised July, 1934. The bank shall also require the payee to 
prepare a certificate on Form 1001, Revised July, 1934, crossing out 
“owner” and inserting “payee” and entering the amount of the interest 
on line 3, and shall stamp or write across the face of the certificate 
“Statement furnished,” adding the name of the bank. 

Ownership certificates are required in connection with interest pay- 
ments on registered bonds as in the case of coupon bonds of corpo- 
rations, except that if ownership certificates are not furnished by the 
owner of such bonds, ownership certificates must be prepared by the 
withholding agent. 

For the purpose of this Treasury decision, Form 1000, Revised July, 
1934, shall be used in preparing ownership certificates of citizens or 
residents of the United States (individual or fiduciary), resident part- 
nerships, and nonresident partnerships all of the preead ale of which are 
citizens or residents. If the obligations are issued by a nonresident 
foreign corporation having a fiscal or paying agent in the United States, 
Form 1000, Revised July, 1934, should be modified to show the name 
and address of the fiscal agent or the paying agent in addition to the 
name and address of the debtor corporation. Form 1001, Revised July, 
1934, shall be used in preparing ownership certificates (a) of nonresident 
aliens (individual or fiduciary), (b) of nonresident partnerships com- 
posed in whole or in part of nonresident aliens, (c) of nonresident 
foreign corporations, and (d) where the owner is unknown. 

_ Form 1012, Revised July, 1934, shall be used by withholding agents 
in making returns of income tax paid at the source for the month of 
July, 1934, and succeeding months. : 

In order that the date of issue of bonds, mortgages, or deeds of 
trust, or other similar obligations of corporations, containing a tax-free 
covenant may be readily determined by the owner, for the purpose of 
preparing the ownership certificates required by this Treasury decision, 
the “issuing” or debtor corporation shall indicate, by an appropriate 
notation, the date of issue or use the phrase, “Issued on or after Jan- 
uary 1, 1934,” on each such obligation issued hereafter, or in a state- 
ment accompanying the delivery of such obligation. 


[Signed by Wright Matthews, Acting Commissioner, and 
approved August 4, 1934, by L. W. Robert, Jr., Acting 
Secretary.]—T. D. 4460, XIII-33-6966 (p. 3). 


Miscellaneous Taxes 


Automobile Parts and ‘Accessories—Excise Tax.—Parts 
for windshield-wiper motors are subject to the excise tax 
imposed by Section 606 (c) of the Revenue Act of 1932.— 
S. T. 753, XIII-32-6940 (p. 21). 


_ Capital Stock Tax.—Joint-stock land banks in process of 
liquidation are not subject to capital stock tax—S. T. 752, 
XITI-31-6924 (p. 16). 


_ Cocoanut Oil Tax.—Oil produced from cocoanut waste 
Is cocoanut oil and is subject to the tax imposed by Sec- 
tion 602%4 of the Revenue Act of 1934.—S. T. 757, XIII-33- 
6958 (p. 25). 

The elimination of dirt from crude cocoanut oil by a 
cleaning process involving the use of a small amount of 
tullers earth for the purpose of disposing of a certain 
amount of mucilaginous material, which process results in 
the removal of a part of the color and produces a market- 
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Office Machines 








DITTO DUPLICATORS FOR $30.00 COMPLETE 


We sell rebuilt Ditto Duplicators and a few other makes as good as 
new, at less than one third value. 


CLOTH OR FIBRE BACK GELATINE ROLLS to fit all Machines 
at equally low prices—plus quality. 
stablished 40 years in this business. 


Write or phone for particulars. 


THE AMERICAN DUPLICATOR CO. 
65-67 Wooster St., New York City Phone WAlker 5-7904-5 





BURROUGHS 
Bookkeeping, Billing Machines Our Specialty 
Complete Installation, Year’s Free Service 
by Burroughs Factory Trained Men 


ACME ADDING MACHINE SERVICE & SALES CORP. 
320 BROADWAY WORTH 2-0519-20 
New YORK 





DUPLICATING MACHINE REPAIR COMPANY 
154 Nassau Street, New York 


Specializing in REBUILT MIMEOGRAPHS 
ALL MODELS—GUARANTEED 
PARTS and SUPPLIES 


Beekman 3-9455 





UNDERWOOD and other TYPEWRITERS 
SOLD and RENTED 

Guaranteed—Lowest Priced—Quickest Service 
Remingtons, Royals, L. C. Smiths and all other 
makes sold, rented, bought, repaired, exchanged. 
Rebuilt and refinished. Guaranteed for one year, 
the same as new machines. 
J. E. ALBRIGHT & Co. 
ESTABLISHED 18696 

BET, 12TH AND 13TH STS. 





6825 BROADWAY, N.Y.C. ALGONQUIN 4-4828 





SAVE 30 TO SO PER CENT 


ON GUARANTEED RECONDITIONED 


ADDING AND CALCULATING MACHINES 
ALL STANDARD MAKES 


GRAZE & SADLER, INC. 


~ ESTABLISHED 1920 = 
396 BROADWAY, NEW YORK CITY 


RENTALS REPAIRS 


TEL. CA6-1230 
MAINTENANCE 


ELLIOTT-FISHER 
BOOKKEEPING anD BILLING MACHINES 
INSPECTION SERVICE—WE SELL, RENT AND OVERHAUL 


Triggs Accounting Machine Co. 


ESTABLISHED 1919 


395 BROADWAY, NEW YORK TEL. CANAL 6-8390 































































able article which may be sold under a recognized trade 
name, constitutes the “first domestic processing” of the 
crude cocoanut oil within the meaning of Section 602% 
of the Revenue Act of 1934*—S. T. 758, XITI-33-6959 (p. 25). 


Electrical Energy Tax—Meaning of “Publicly Owned” 
Electric and Power Plants.—Inquiry is made whether the 
exemption provided by Section 616 (c) of the Revenue 
Act of 1932, as amended by Section 6 (a) of the Act of 
June 16, 1933 (Public, No. 73, Seventy-third Congress), 
applies to sales of electrical energy by a State or a political 
subdivision thereof in the following situations: 

(1) The generating plant is owned and operated by a private com- 
pany, and the energy is sold to the State or political subdivision for 
resale through distributing facilities owned, or leased, and operated 
by the State or political subdivision. 

(2) The generating plant and the distributing facilities, both pri- 
vately owned, are leased to the State or political subdivision, and the 
State or political subdivision operates the plant and facilities and 
sells the energy. 

* * ¥* sales of electrical energy by a State or political 
subdivision under the conditions set forth in (1) and (2) 
are not exempt from the tax imposed upon the sales of 
electrical energy for the reason that in (1) the generating 
plant is privately owned and only the distributing facilities 
are owned, or leased, and operated by the State or political 
subdivision, and in (2) both the generating plant and the 
distributing facilities are privately owned, and are merely 
leased to and operated by the State or political subdivision. 

Pursuant to the provisions of Section 1108 (b) of the 
Revenue Act of 1926, which are made applicable by Sec- 
tion 627 of the Revenue Act of 1932 to the taxes imposed 
by Title IV of that Act, no tax will be levied, assessed, 
or collected with respect to any sale of electrical energy by 
a State or a political subdivision thereof without payment 
of the tax thereon, if at the time the sale was made the 
State or political subdivision relied upon an existing ruling 
of the Bureau holding that sales of electrical energy made 
under the conditions herein considered were not subject 
to tax. The tax attaches, however, to such sales of elec- 
trical energy made by a State or political subdivision prior 
to the publication of this opinion where the sales were 
not made in reliance upon such an existing Bureau ruling.— 


S. T. 756, XIT1-33-6957. 


Jewelry Excise Tax.—Chapter V of Regulations 46 is 
amended in conformity with the provisions of Section 609 
of the Revenue Act of 1934.—T. D. 4453, XIII-3. 


Petroleum Tax.—Crude petroleum subject to tax under 
sections 604 and 605 of the Revenue Act of 1934 may not be 
sold tax-free to a manufacturer or producer of gasoline 
and/or lubricating oil—S. T. 755, XIII-32-6942 (p. 20). 


Processing Tax on Wheat.—Production of whole wheat 
flour from wheat ground “not in the form of flour for 
feed purposes only” constitutes “other processing” within 
the meaning of Section 9 (d) (1) of the AAA, so that the 
processor is liable for tax.—P. T. 13, XIII-30-6909 (p. 14). 


Rights to Acquire Stock of Chase Corporation—Tax 
Liability—Tax liability is prescribed incident to the rights 
issued to stockholders of record on May 22, 1934; of The 
Chase Corporation entitling them to acquire stock of The 
First Boston Corporation at a price of $18 a share. The 
distribution was made by The First National Bank of 
Boston. As to stockholders of The Chase Corporation who 
were not stockholders of the bank (as to which latter 
stockholders, rights were also issued), the distribution of 
the rights did not result in any taxable income to them, and 
the rights had a basis of zero in their hands, and did not 
affect the basis of the stock of The Chase Corporation 
in their hands.—Ruling in letter of July 21, 1934, addressed 
to The Chase Corporation, 60 Cedar Street, New York, 
New York, and signed by Chas. T. Russell, Deputy Com- 
missioner (symbols, IT:E:RR-CNW):]. 


Silver Bullion—Stamp Tax on Transfers. —FEach trans- 
fer of an interest in silver bullion which results in a net 
profit is subject to tax, although several transfers result 
from one order to a broker. Sale of several futures con- 
tracts may constitute a single transfer.—S. T. 748, XIII- 
31-6920 (p. 13). 

In determining the cost of an interest in silver bullion 
to the transferor, there should be included any usual and 
ordinary brokerage commission actually paid by such trans- 
feror upon the acquisition of the interest so transferred; 
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and the price for which the interest is transferred is the 
net price to the transferor after deducting any such usual 
and ordinary brokerage commission actually paid by him 
upon the transfer, and after deducting the amount of any 
stamp tax paid by him pursuant to Title VIII, Schedule 
A-4 of the Revenue Act of 1926, as amended by Section 726 
of the Revenue Act of 1932, and Section 612 of the Revenue 
Act of 1934.—S. T. 749, XIII-31-6921 (p. 31). 

A bank regularly engaged in the business of furnishing 
silver bullion for industrial, professional, or artistic use 
is entitled to registration in accordance with article 80 
of Regulations 85, even though only a part of its transfers 
of interests in silver bullion may be made in the course 
of that business. Registration may not be granted, how- 
ever, upon a showing merely that in isolated instances 
the purchasers from the bank have been industrial, pro- 
fessional, or artistic users of silver. If so registered, the 
bank is entitled to abatement of tax on transfers made 
in the regular course of that business, in accordance with 
articles 80 to 84, inclusive, of Regulations 85. Such trans- 
fers must be distinguished from transfers made by the bank 
otherwise than in the regular course of the business of 
furnishing silver for industrial, professional, or artistic 
use, on which transfers abatement may not be allowed 
aaa 80 to 84, inclusive —S. T. 751, XIII-31-6923 

p. 14). 


Toilet Preparations—Excise Tax.—Manufacturer of toilet 
soap containing cocoanut oil, as to which tax was paid 
under Section 602% of the 1934 Act, may not apply the 
amount of such tax as a credit against tax due under 
Section 603 of the 1932 Act.—S. T. 747, XIII-31-6919 (p. 12). 


Mechanics of Administering the North 
Carolina Sales Tax 
(Continued from page 484) 


businesses. To administer the sales tax alone there 
should be one field man to 350 or 400 taxpayers.*® 


The legal requirement that the retail tax be shifted 
lessens the incentive to evade the tax. The merchants 
support this provision enthusiastically and are prac- 
tically unanimous in adding the tax as a separate 
item. The average merchant may object to serving 
as a “tax collector” for the state and to keeping the 
required records, and he may oppose the principle 
of the tax or complain that trade is being driven out 
of the state but when the 3 per cent is collected 
he accepts the shifting as a reality and is willing to 
pay the tax to the state. By way of contrast, the 
incidence of the property tax or income tax is more 
direct hence there is a motive for understating the 
property valuation or the taxable income. 

Any schedule for shifting the tax is open to criti- 
cism. The present one subjects the consumer to a 
tax heavier than 3 per cent on many small pur- 
chases.®°° A compulsory provision for adding the tax 
logically cannot be effective unless prices are fixed 
or highly standardized. In practice the tax is being 
added with little obvious change in prices. Mer- 
chants continue to advertise on the assumption that 
the price has its same sales appeal regardless of the 
fact that a 98 cent article costs $1.01. Some slight 
changes are made either in the pricing or in the tax 


4 The Assistant Commissioner of Revenue estimated that a deputy 
can audit an average of one firm a day. Assuming that % of the total 
time were devoted to auditing it would take the present staff four years 
at that rate to audit the books of all merchants who paid the tax in 
January of this year. The elimination of exemptions would lighten the 
work of the field men and reduce the number required. 

tax of 1 cent on a 10 cent purchase is a 10% tax, 2 cents on a 
40 cent porchase is 5% tax, and 3 


cents on a 75 cent purchase is a 
tax of 4%. 
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collected to avoid the excessive use of pennies. For 
illustration the price of $1.99 which with the tax 
makes $2.05 is occasionally seen. Since the tax ap- 
plies to the entire purchase of one trading period 
adjustments in the prices of individual articles may 
not be etfective. 

The monthly payment of the tax is an administra- 
tive advantage because small installments at frequent 
intervals are convenient to pay and the monthly 
reminder is conducive to reliable bookkeeping. The 
consumer as the ultimate taxpayer finds the sales tax 
generally painless. He may be repeatedly reminded 
of the few cents tax on his purchases but to him it is 
a part of the cost of goods. The accumulated burden 
of which the consumer is conscious during a year is 
negligible in comparison to an annual direct payment 
of $30, which is the retail tax on sales of $1,000. 
Ease of payment is a virtue not easily over-rated. 

Administrative difficulties not inseparable from the 
sales tax have been introduced by the exemptions. 
Exemptions to avoid expensive or impracticable ad- 
ministrative burdens have justification. Relief for 
occasional sales are of this type. The separation of 
the nine non-taxable articles of food complicates 
bookkeeping and greatly augments the possibility of 
escaping or evading the tax.* This exemption, which 
is intended to relieve the poorer classes from the tax, 
extends to sales made to those who are amply able 
to pay and deprives the state of considerably more 
revenue than it keeps in the hands of needy con- 
sumers. Furthermore, the nature of the sales tax is 
such that it weighs heavily on the sales of necessities. 
An attempt to alleviate this unfairness by removing 
the tax from staple foods augments the chance for 
evasion, reduces the tax base, and gives little relief 
to the low income classes. 

The exemption of the sales of gasoline and public 
utilities appears to be expedient in view of the tax 
of 6 cents a gallon on gasoline and the franchise tax 
of 6 per cent of the gross receipts of public utilities. 
If a motor fuel tax is collected on the benefit principle 
and used exclusively for highways, the sale of such 
fuel should bear the same tax for general purposes 
as other sales. Likewise, if the franchise tax on public 
utilities is commensurate with the special privileges 
granted by the state the sales tax should be extended 
to such businesses. 

The tax relief of producers’ sales of goods made up 
to the order of the buyer is unjustifiable either for 
economic or administrative reasons. The consumer 
who buys made-to-order goods deserves no special 
tax considerations. Sales of prepared meals amount- 
ing to at least 10 million dollars annually are escap- 

ing the tax under this provision. During the first 
year the tax was in operation families who bought 
for home use were taxed 3 per cent on vegetables, 
fruits, eggs, and all prepared, canned or specialized 
foods; whereas, families who patronized hotels or 
cafeterias purchased the above and any other pre- 
pared foods tax free. Under the existing rulings the 
sales of foods to hotels, cafeterias and other eating 





5! Exemption claims by some merchants have been in excess of the 
taxable sales. This happened because the merchant selected to pay 


the tax on a cash basis but deducted both cash and credit sales of non- 
taxables from gross sales. 
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FOR PHOTO-PRINTS 
CALL HANOVER 2-0350 















What Are PHOTO-PRINTS? 


A Photo-Print is an inexpensive 
photographic reproduction made di- 
rect upon a specially sensitized paper, 
without the intervention of any glass 
or film negative. By this method 
any kind of subject matter—written, 
drawn, typewritten or printed—can 
be reproduced with a speed and 
accuracy unequalled by any other 
process. 


























How Are They Made? 


The original document or other 
matter to be copied is placed on the 
copyholder under the lens of the 
Photo-Printing machine. An expo- 
sure is made, the resulting print is 
developed and fixed within the ma- 
chine, and emerges in a few min- 
utes in the form of 


TIVE (Bick Po 

ac e ee 
Copy), like this regular mach 
»— 





If a positive (White Copy) is de- 
sired, the negative is placed under 
the lens, the process repeated, and 
the resulting copy is an EXACT 
fac-simile of the 
original work, like 


this —> 


PRICE 


OUR PHOTO-PRINTS ARE MORE ECONOM.- 
ICAL THAN RETYPING, HAND COPYING 
OR OTHER METHODS OF REPRODUCTION 
IN THEIR FIELD. 


QUALITY 


WE FURNISH FACSIMILE BLACK AND 
WHITE COPIES THAT ARE FADE PROOF, 
SMUDGE PROOF AND MOISTURE PROOF. 


SERVICE 


MANHATTAN’S SERVICE IS EQUIVALENT 
TO HAVING YOUR OWN REPRODUCTION 
DEPARTMENT AND WITHOUT THE OVER- 
HEAD OR EXPENSE! 


Manhattan Repro. Service Corp. 


RM. 514 RM. 516 


27 William Street 40 Exchange Place 
NEW YORK CITY 
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establishments are subject to the retail tax but on 
low wholesale prices; therefore, the tax yields much 
less revenue than if it, were collected on the sales 
price to the consumer. 


Sales of food by cafeterias should not be classed 
as made to order. The customer selects food from 
the stock on hand in a cafeteria just as a dress or 
necktie is chosen from those on display. Labor enters 
into the preparation of both and comparable sales 
services are supplied at the time of purchase. If 
cafeteria sales were taxed at retail, all other sales 
of meals would have to be taxed also for competitive 
reasons. 


The policy of conditionally exempting the sale of 
second hand and repossessed articles from the sales 
tax should be abandoned. The best defense for it is 
the contention that each article of commerce should 
be taxed one time at retail. But if an article is sold 
two or more times for personal consumption all of 
the conditions of a retail sale are present each time. 
The individual who buys an article and later sells 
it is making an occasional tax exempt sale. The 
dealer in second hand articles exclusively is subject 
to the tax on all of his sales. If the tax is shifted, the 
consumer of a used article has no claim for exemption. 


The $10 tax limit on individual articles is pri- 
marily a means of protecting the automobile trade 
from outside competition. A tax rate of 1 or 1% 
per cent on the retail sale of automobiles would be 
preferable if some concession is needed. This would 
relieve purchasers of inexpensive as well as expen- 
sive cars. 


The option which the merchants have of paying 
the tax on the “cash” basis should be abandoned and 
gross sales including cash, credit, or conditional 
sales, reported for taxes at the time of sale. De- 
ductions should be made for property returned as 
defective or unused but not for bad debts or re- 
possessed articles. 


An annual license should be issued only to persons 
or firms who actually make tax returns and a cer- 
tificate provided for each additional place of business 
operated upon condition that a separate statement 
of the gross sales, exemption claimed and taxable 
sales accompanied the tax report. The list of licensed 
merchants should coincide with the list of taxpayers. 


The annual tax reports should be abandoned. The 
practice of requiring-monthly, quarterly, or annual 
payments depending upon the volume of trade should 
be replaced by uniform monthly or quarterly pay- 
ments. The monthly payment is probably less bur- 
densome financially to the taxpayer but the work of 
preparing and filing reports would be reduced at 
least half by the requirement of quarterly payments. 
The small field staff would have opportunity to su- 
pervise the preparation of more tax reports and 
could make more accurate checks on the delinquents. 


The sales tax with the above changes would per- 
mit a clear and simple interpretation of taxable sales. 





58 The present tax is not driving the automobile trade out of the state. 
In April and May of this year the total new car registrations were 
6,114 and 4,761 respectively. In April 200 of these cars were bought 
outside the state and in May 100 were purchased outside the state. 
Normally some cars are bought in other states. 


54 A sample of 62 merchants investigated by the Department of 


Revenue showed that 66 per cent of sales of tangible personal property 
excluding utilities were taxable. 
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The tax burden would be more equitably distributed. 
A 2 per cent tax without exemptions would yield as 
much revenue as the present 3 per cent tax and could 
be more easily and more efficiently collected.™ 


Aspects of Recognition of Taxable 
Income Upon the Accrual Basis 


(Continued from page 480) 


stances that the receipt occurred under a claim of 
right by the recipient and that it was accompanied 
by a privilege in the recipient to freely dispose of the 
money as he wished. But the existence of these ad- 
ditional elements cannot avail to make a mere receipt 
reflect income upon the accrual basis according to 
accounting practice. The accrual theory does not 
regard the claim (assertion of a right) to money 
as income, when before that claim can be realized 
some condition must be fulfilled or some contingency 
must occur, and the mere fact that the right is lit- 
igated, is classed by accountants as such a contin- 
gency. And what significance from an accounting 
point of view can freedom of disposition have, as 
long as it is accompanied by a contingent liability 
to pay back an equivalent amount? Whatever sig- 
nificance this freedom of disposition may have, it 
should be noted that its absence in “Rate Cases II” 
in Commissioner v. Brooklyn Union Gas Company ** 
did not cause the majority to reverse the Board of 
Tax Appeals and the dissenting opinion also agreed 
with the majority as to all amounts which had been 
actually withdrawn.2® The North American Oil 
case °° then stands for the proposition that when 
the right to money is litigated income will be taxed 
according to the cash receipts and disbursements 
basis regardless of which basis the taxpayer uses. 
In the process by which a judge arrives at a de- 
cision it has been noted that certain factors, seldom, 
if ever, expressly referred to in the opinions, have 
their weight in throwing the balance one way or the 
other when opposing primary arguments and con- 
siderations are closely matched.** If it should hap- 
pen that a particular year has a high tax rate, there 





34 See note 30. 


%5 Judge Hand dissented only as to the $673,000, saying that a mere 
unexercised right to withdraw, although if unconditional it might be 
treated as a constructive receipt, when it can only be exercised subject 
to giving the bond of a surety company, cannot be considered income 
under the receipt theory of the North American Oil case (29). (See 
p. 507 of the opinion—note 30 supra.) 

36 See note 29. 


81 Compare a note on “The Interpretative Process’? by Richard R. 
Powell, in his casebook on Trusts and Estates (1932). 

After discussing the rule in Shelley’s case and the presumption in 
favor of definite failure of issue, Professor Powell says: (Vol. I, pp. 
772-773) “Still more inchoate than all of these are those construction 
tendencies, those policies which are mere factors to be weighed in 
determining what the disposing party meant by the language which he 
used, or perhaps what he would have meant, if the problem now pre- 
sented had ever been thought of by him. It is with this last type of 
tendency that we are chiefly concerned in this chapter. Because of 
its pervasive importance throughout our whole topic, the operation of 
these construction tendencies is studied herein wholly in cases dealing 
with the degree of ‘vestedness’ possessed by the created interest. The 
student must constantly bear in mind, however, that these cases 
emphasize only the tendency or direction of pull exerted by a given 
factor, in deciding the degree of ‘vestedness’ of the future interest in 
question. The presence of other factors may neutralize the significance 
of any given factor and result in a decision opposite to that indicated 
by the presence of the factor in question.” 

Compare the effect of the presence or absence of such factors as 
equality of distribution, closeness of kinship, etc. (see the immediately 
following pages), in exerting “pulls” upon the finding of ‘vestedness,” 
with the “pull” of a high tax rate toward the finding that taxable 
income belongs to the year of that rate. 
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naturally would be a corresponding desire on the 
part of the taxpayer to have as little income as pos- 
sible taxable for that year. It seems to the writer 
that the courts are aware of this, and consider that at 
times the desire may be consummated in a juggling 
of books or other fraud. The courts would, there- 
fore, subconsciously at least, feel a certain suspicion 
towards the taxpayer who is thus trying to reduce 
his assessment. Consequently, in the writer’s opin- 
ion, the presence of a high tax rate for the year in 
question, giving rise to temptation on the part of the 
taxpayer and to suspicion on the part of the court, 
might operate as such a factor or “pull” in favor of 
imposing the tax for the year in which the high rate 
runs. No explicit evidence can be offered, but it is 
interesting to note in connection with the North 
American Oil case ** that the tax rates for 1917 were 
higher than for either 1916 or 1922.°° 


Again there is a legal distinction between Lucas v. 
North Texas Lumber Company *° and Brunton v. Com- 
missioner *° but in the latter case the court remarked: 


(p. 82) 


It to be conceded that the contract is not to be deemed 
ineffectual merely because the purpose of the decedent (the 
taxpayer) may have been to avoid the heavier tax rate of 
1921. (Citations omitted.) But in interpreting an equivocal 
transaction motives may be considered as bearing on the 
real nature thereof. (Citations omitted.) 

From an accounting point of view this case may 
be sounder than the former one. The North Texas 
Lumber Company case is technically correct in wait- 
ing until the right to the money became uncondi- 
tional before taxing an accrual of income, but there 
are those who think that when the only condition 
to be performed is of a trivial nature, when the un- 
conditional right is, so to speak, “constructively 
received” an accrual should be no longer postponed ; 
and on this ground this decision has been criticised.** 
3ut, if the case is wrong, again it errs in the direc- 
tion of the higher tax year, for the rates of 1917 
were higher than those of 1916.47 And despite the 
legal distinction (see note 40) would not the facts 
of the North Texas Lumber Company case have been 
close enough to the facts of the Brunton case to con- 





38 See note 29. 


% For a convenient summary of the various income tax acts and their 
respective rates see: Klein, Federal Income Taxation (1929), Chap. I. 


© Tucas, Com. v. North Texas Lumber Co., 281 U. S. 11, 50 S. Ct. 
184, 74 L. Ed. 668 (1930). : 

X, a solvent buyer with the price on hand, after having examined 
the taxpayer’s title to timber land and finding it satisfactory, accepted 
the taxpayer’s offer of sale on December 30, 1916, the price to be 
paid over as soon as the papers were delivered. The taxpayer did not 
deliver the papers and receive the price until January 5, 1917. He 
used the accrual basis and recorded the profit as income for 1916, but 
held: taxable income for 1917. Until January 5 the contract was 
executory and X’s obligation was conditional. 

Brunton v. Commissioner, 42 F. (2d) 81 (CCA 9th, 1930). Certi- 
orari denied 282 U. S. 889, 51 S. Ct. 101, 75 L. Ed. 783. 

On December 20, 1921, the taxpayer entered a contract to sell one 
Levee some trust certificates, ‘‘Purchase to be consummated and price 
to be paid on March 28, 1922.” But the taxpayer immediately deliv- 
ered and endorsed the certificates to Levee with the single stipulation 
that they were not to be transferred on the trustee’s books until pay- 
ment had been made. The taxpayer gave Levee an unlimited and 
irrevocable proxy and the beneficial interest in the certificates until 
March 28, 1922. At the same time Levee deposited in a bank as pledge 
holder more than ample security for the purchase price. In fact Levee 
paid in full on March 28, 1922. Held: it must be assumed that tax- 
payer was on the accrual basis and the profit is taxable income for 1921. 
Lucas, Com. v. North Texas Lumber Co. (supra) distinguished on the 
ground that here, as nothing remained for the taxpayer to do after 
December 20, 1921, Levee’s obligation was at that time unconditional 
and, although not enforceable until the following year, performance of 
the obligation was at that time amply secured. 


41 See Roswell Magill, ‘“‘“When Is Income Realized,” 46 Harvard Law 
Review 933, at p. 951. 


#2 See note 39. 
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trol the latter decision on the principle of stare 
decisis? It might be disapproval of the accounting 
theory in the North Texas Lumber Company case 
which led the court in the Brunton case to decide 
that this rule must be extended no further. But 
again, and especially in view of the words of the 
court quoted above, it might well be that the fact 
that 1921 was the heavier tax year was not without 
its effect in producing the decision arrived at. 


A recent decision of the Supreme Court has dis- 
tinguished North American Oil Consolidated v. Bur- 
net.** .In Freuler v. Helvering,** the taxpayer in 1921 
received income from a trust which was subsequent- 
ly, in 1928, adjudged to be an illegal distribution of 
capital and the taxpayer was ordered to return the 
amount to the estate. The remaindermen, however, 
permitted the taxpayer to fulfill her obligation by 
merely giving a note without interest payable at her 
death. The majority held, in an opinion by Rob- 
erts, J., that to warrant the levy of an income tax 
on the beneficiary, the income would have to be 
“distributable periodically” within Sec. 219 of the 
Act of 1921, and that the decree of the state court 
related back so as to make this money “not distrib- 
utable” and hence not taxable. The court distinguished 
the decision in North American Oil Consolidated v. 
Burnet ** on the ground that Sec. 219, which con- 
cerns the taxability of recipients of income from 





43 See note 29. 


44 Freuler v. Helvering, Com., 291 U. S. 35, 54 S. Ct. 311, 78 L. Ed. 
310 (1934). 


*# See note 29. 
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estates or trusts, had no application in the latter 
case. 


Cardozo, J. wrote a dissenting opinion, in which 
Brandeis and Stone, JJ. concurred, saying that the 
form of settlement permitted by the remaindermen 
amounted practically to an extinguishment of the 
duty to return and that it related back. 

The situation is not different in principle where the 
benefits confirmed to the recipient of the income are some- 


thing less than they would be if the duty to return had been 
extinguished altogether. 


For the benefits, though not complete, are not illusory 
or trivial. (p. 317 in 78 L. Ed. 310.) 
Holding that such income is taxable, Cardozo adopts 
the philosophy of the North American Oil case.* 

In practically every case involving litigated claims 
all the litigation was over before the question as of 
what year the income should be taxable came up 
before the courts. Of course there is no necessity 
that this should always be so and in deciding tax 
questions the courts presume to act as if the con- 
tingency of an adverse settlement still existed. But, 
in reality, all the facts have lain spread out; the fu- 
ture event has in fact lost its uncertainty. Again 
in every case prior to Freuler v. Helvering known 
to the writer in which income was taxed before the 
final judgment, that final judgment was favorable 
to the taxpayer. It is therefore possible that sub- 
consciously the courts in these cases look with hind- 
sight; their inner or subconscious minds may speak 
thus: “We know now that this money belongs ab- 
solutely to the taxpayer—we shall not let him evade 
a high tax year simply because there existed some 
uncertainty at the time it was earned or received.” 
And so it may be that the known fact of a subse- 
quent favorable final judgment is a “pull” inclining 
the courts to impose a tax as of a year when the 
rights to the money were not yet finally declared. 

If this is so, the dissent in the Freuler case would 
then appear, aside from adopting the principle of the 
North American Oil case, in a certain sense to extend 
it—for the rule of the earlier case is here applied to 
a set of facts in which the favorable settlement is 
lacking. We might say that the approval with which 
the “progressive” justices regard the rule of the 
North American case is of greater strength than the 
contrary “pull” against taxation of contingent in- 
come exerted by an adverse judgment. But, of 
course, the effectiveness of this contrary “pull” is 
largely cancelled by the form of settlement, upon 
which the dissent laid emphasis, and to the extent 
that the “pull” against taxation is thus negatived, 
the extension of the principle of the North American 
Oil case correspondingly loses significance. 

On the other hand, the view of the majority is 
coincident with the direction of the “pull.” There- 
fore, the weaker the “pull” the more must their de- 
cision have depended on other forces. It is true 
Roberts, J., said that the form of settlement subse- 
quent to the decree was immaterial (see p. 316 in 
78 L. Ed. 310) and accordingly the negativing ele- 
ment would be ignored, leaving the “pull” free to 
act with its full force. But the fact remains that 
that negativing element was present and, anyway, 





4 See note 29. 
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these “pulls” are at most of a tenuous character and 
some may doubt their very existence. So we may 
conclude that, although the majority opinion foi- 
lowed the direction of the ‘ ‘pull,” it was not to any 
large extent impelled by it. 


But, again, the distinction expressly taken from 
the North American Oil case seems to the writer to 
be but slight. Had the majority wished to follow 
the latter case, the argument that Section 219 of the 
Act of 1921 was not there involved would hardly 
stand in their way, because it would be easy to adopt 
and apply Cardozo’s interpretation of the North 
American Oil case on the theory of substantial bene- 
fits, and then it would naturally follow that the 
money in question would be accrued income and 
hence “distributable income.” 


It is then perhaps possible that the majority on 
the bench were chiefly motivated by a desire to re- 
tract from the path of the North American. Oil case 
and, if this be so, certainly from an accounting point 
of view, and quaere if not from others as well, the 
“conservatives” seem to be taking the more justi- 
fiable position. 


This departure, however, if a 1931 case decided by 
the Circuit Court of Appeals to which the Supreme 
Court denied certiorari, Ford v. Commissioner,* is 
to stand, must be limited to where the taxpayer ac- 
tually refrained from paying his income tax at the 
time when the illegal distribution was received, i. e. 
the taxpayer himself never regarded the money as 
income. 


Aside from these somewhat tenuous departures 
from North American Oil Consolidated v. Burnet made 
by Commissioner v. Brooklyn. Union Gas Co. and 
Freuler v. Commissioner, the rule of the first case is 
subject to certain recognized limitations and exten- 
sions. To once more repeat the statement by Bran- 
deis, J., the rule of the case is: 

If a taxpayer receives earnings under a claim of right 
and without restriction as to its disposition, he has received 
income which he is required to return, even though it may 
still be claimed that he is not entitled to retain the money, 


and even though he may still be adjudged liable to restore 
its equivalent. 


Commissioner v. Brown,*® which bears the sanction 
of denial of certiorari by the Supreme Court, brings 
out the point that no income tax will be imposed 





41 Ford v. Commissioner, 51 F. 2). oo (1931). 
284 U. S. 666, 52 S. Ct. 41, 76 L. Ed 

Here the executors of an estate coke eo a legacy to the taxpayer 
before such distribution was authorized by Ohio law. Taxpayer re- 
ceived income on the amount and paid the income taxes thereon for 
1921 and 1922. The probate court in 1926 ordered the legatee to return 
the amount, but settlement was reached by a cancellation of book- 
keeping charges and in fact no money was ever returned. Held: The 
taxes for 1921 and 1922 cannot be recovered. The court said the cri- 
terion is the actual receipt and retention during the tax year of what 
was then considered income. 


Certiorari denied, 


4% Commissioner v. Brown, 54 F. (2d) 563 pe Fg 1931). Certiorari 
denied, 286 U. S. 556, 52 S. Ct. 639, 76 L. Ed. 
The taxpayer was a wool dealer on the plans basis. The War 


Industries Board permitted dealers selling to the government to make 
only a 5% profit. But during 1918 the taxpayer had bought cheaply 
from the wool growers and so made excess profits, which, however, he 
did not accrue to his own account. In 1919 the government demanded 
these excess profits in order to distribute them back to the wool grow- 
ers from whom the taxpayer had bought, pro rata according to the 
amount of wool each one had sold. But the taxpayer’s lawyer advised 
him that such a distribution was unfair, since some growers had sold 
for less than others, and that, if the excess profits were distributed as 
proposed, the taxpayer himself might become involved in law suits. 
Therefore the taxpayer refused to surrender the excess profits unless 
the government would decide upon some fairer method of distribution, 
which the government refused to do and filed suit. In 1930 there was 
a judgment against the government and to the effect that the tax- 
payer might keep the excess profits for himself. Held: the profits are 
not taxable until 1930. 
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prior to final judgment in the taxpayer’s favor, if 
before that time the taxpayer was not asserting the 
“claim of right” for his own benefit. 


Sly Manufacturing Company v. Commissioner,*® on 
the other hand, shows that even though the other 
party had during the years in. which they were 
earned, paid an income tax upon profits rightfully 
belonging to the taxpayer, still the taxpayer, upon 
receiving the profits into his own hands pursuant 
to the result of the subsequent litigation, must then 
himself pay an income tax for the year of this re- 
ceipt. This case, however, might be explained on 
the ground that the judgment which the taxpayer 
recovered, being in equity for the amount of the 
profit which an infringer had made from the manu- 
facture and sale of a device patented by the taxpayer, 
was regarded more as a punishment to the patent 
infringer with a consequent gift to the taxpayer, than 
as a turning over to the taxpayer of his own pre- 
viously taxed earnings. 


Again, Topeka Flour Mills Co. v. Commissioner *° 
shows that in the application of the rule of the North 
American Oil case the expenses incurred by the tax- 
payer due to the litigation in the years subsequent 
to the receipt of the money may not be deducted 
from the amount of the income taxable in the year 
of its receipt. 


We find that when a taxpayer on the accrual basis 
has received money subject, not to litigation, but to 
an ordinary contingent liability to repay it, the courts 
also apply the income tax according to the cash re- 
ceipts theory. Admittedly, a contested claim is not 
exactly a contingent claim, but is of a somewhat 
anomalous character, and it is therefore understand- 
able that there be some confusion as to the time 
when one accrues as income. But the practice of 
accountants to exclude contingent assets and to in- 
clude contingent liabilities, i. e., not to record as 
income money the right to which is conditional, is 
clearly and well established. Hence the application 
of the receipts theory for the taxation of a receipt of 
money subject to an ordinary conditional liability 
to repay it when the taxpayer is on the accrual basis, 
is less justifiable than in the case of litigated claims. 
And yet we find it widely applied as where money 
is received subject to a contractual obligation to 
maintain a road for a specified number of years, viz., 
the Paving cases,®' or subject to the contingent lia- 
bility of the endorser of a note,®? or subject to a 
guaranty to make good against a decline in market 
price.** (Compare also with these cases Creasey 
Corp. v. Helburn.**) : 


But in support of the accrual theory we find a 
series known as the Federal Control cases.*°> These 
cases are concerned with a situation which arose 
during the war when the government took over the 
operation of the railroads under contracts to pay 


® Sly Manufacturing Co. v. Commissioner, 24 B. T. A. 65 (1931). 


° Topeka Flour Mills Co. v. Commissioner, 12 B. T. A. 147 (1928). 

The facts were that during 1920 the taxpayer was the lessee of a 
mill and made a profit of $20,000 from operating it for that year. But 
before the year was over, the lessor started a suit contesting the valid- 
ity of the lease, which was finally settled in the taxpayer’s favor in 
1925. The litigation involved the taxpayer in an expenditure of $11,000. 
He contended that the profits should be taxed as income for 1925 with 
a deduction for the amount of his expense. But Held: the whole 
$20,000 is taxable income for 1920. 


(Footnotes 51-55 on page 512) 
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them a “standard return” plus such “just compensa- 
tion” as the President of the United States might 
authorize. The various railroads estimated and en- 
tered upon their books the amount of compensation 
to which they were entitled under these contracts 
during each year of government control, but the 
amounts of the respective awards could not be defi- 
nitely ascertained by the Interstate Commerce Com- 
mission and paid over to the railroads until some 
years after the government control had been relin- 
quished. Nevertheless, in these cases it was held 
that the railroads could pay their income taxes as of 
the years the awards were earned according to the 
estimated accruals entered upon their books at that 
time. 


The situation here appears to be closely akin to 
that of litigated claims and yet these cases support 
the departure from the cash receipts theory applied 
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in the litigated claims cases upon the distinction that 
here in the Federal Control cases the obligation of 
the government to pay is not denied, although at the 
time the exact amount earned has not yet been de- 
termined. It only sufficed for the government to 
deny its obligation in one of these cases with a sub- 
sequent resort to litigation (and final judgment in 
favor of the taxpayer) for the old cash receipts 
theory again to be applied. 


Commissioner v. R. J. Darnell, Inc.*" appears -to be 
in conflict with the Federal Control cases. In this 
case the taxpayer contracted to sell a saw mill for 
$250,000 in 1920. The deeds were delivered and the 
buyer paid $75,000 cash and the balance in notes. 
But the contract also provided that the taxpayer 
was to sell to the buyer at a specified price forty 
million feet of logs, the buyer to pay $2,500 for each 


51 The typical fact set-up of the Paving Cases is that a contractor 
has completed a road for a county or a municipality. He is then paid 
for his work, but as a part of his original contract he must guaranty 
the road for a specified number of years afterwards. The contractor, 
keeping books upon the accrual basis, knows from experience and can 
estimate with considerable accuracy just how much he will have to 
spend to make good under this guaranty. He accordingly attempts to 
deduct the amount from his profit on the job in filing his tax return 
for the year in which he received the money. But the courts hold 
that the taxpayer can deduct this contingent liability only when it 
occurs and the taxpayer is liable for a tax on the full amount of money 
received. 

Examples of this series of cases are: 

Uvalde Co., 1 B. T. A. 932 (1925). 

Cronin Co. v. Lewellyn 9 F. (2d) 974 (D. Ct. W. D. Pa., 1925). 

Harrison v. Heiner, 28 F. (2d) 985 (D. Ct., W. D. Pa. 1928). 

Vang v. Lewellyn, 35 F. (2d) 283 (CCA 3rd, 1929). 

In order to avoid the unfair results of these decisions, the paving 
contractors were compelled to have the municipalities retain all the 
money until the end of the guaranty period and then pay it over after 
deducting the amounts expended in maintaining the road under the 
guaranty. The court was at least consistent with its own receipts 
theory when in Commissioner v. Cleveland Trinidad Paving Co., 62 F. 
(2d) 85 (CCA 6th, 1932) it permitted the taxpayer to return as income 
for the year received, money withheld under such an arrangement, 
rather than for the year in which the road was finished. 

For a criticism of these cases see: Montgomery, Federal Tax Hand- 
book (1932), p. 19 et seq. 


52 Duffin v. Lucas, 55 F. (2d) 786 (CCA 6th, 1932). Certiorari denied, 
287 U. S. 611, 53 §. Ct., 14, 77 L. Ed. 531. 

This case involved two points. The facts of the second were that in 
1922 the X Co. owed Duffin $10,000 and gave him a note for that 
amount. The Company had no credit, but Duffin discounted (or sold) 
the note for full face value, depositing collateral of his own as security 
for its payment. The note eventually was paid several years later. 
Held: taxable income as of 1922. 

Compare Fawcett v. Commissioner, 63 F. (2d) 445 (CCA 7th, 1933). 
Certiorari denied, 290 U. S. 641, 54 S. Ct. 59, 78 L. Ed. 72. 

Held: Profits on the sale of land are taxable as of the year of 
receipt, although the seller was still liable for a possible deficiency 
judgment on a mortgage which the purchaser did not assume. 


53 Highland Mills Condensing Co. v. Phillips, 34 F. (2d) 777 (CCA 
aed, 1929). Certiorari denied, 280 U. S. 608, 50 S. Ct. 158, 74 L. Ed. 
652. 

In 1917 the taxpayer sold condensed milk to jobbers with a guarantee 
against decline in market price on resale. In 1918 he was called upon 
to make good under this guarantee. Held: The amount so required to 
make good is not deductible from income for 1917. What happened in 
1918 could not affect income for 1917. 

54 See note 32. 


33 Federal Control Cases— 

Continental Ice and Lumber Co. v. U. S., 286 U. S. 290, 52 S. Ct. 529, 
76 L. Ed. 1111 (1932). 

ae gyn v. Old Dominion S. S. Co., 46 F. (2d) 148 (CCA 2nd, 
1931). 

Missouri Pacific Ry. Co., 22 B. T. A. 267 (1931). 

Kansas City Southern Ry. Co., 16 B. T. A. 665 (1929). 

Western Maryland Ry. Co., 12 B. T. A. 889 (1928). 

Great Northern Ry. Co., 8 B. T. A. 225 (1927). 

New Orleans, Texas & Mexico Ry. Co., 6 B. T. A. 436 (1927). 

Virginia Carolina Securities Corp., 6 B. T. A. 84 (1927). 

Cincinnati, Findlay & Fort Wayne Ry. Co., 5 B. T. A. 108 (1926). 

Illinios Terminal Co., 5 B. T. A. 15 (1926). 

Helvering, Com. v. St. Louis Southwestern Ry. Co., 66 F. (2d) 633 
(1933). Certiorari denied, 54 S. Ct. 632, 78 L. Ed. 765. 

In the last case the facts and holding are typical of a ““Federal Control 
Case” but the case is interesting because it illustrates the strength of the 
rule. Here, the award was not made until so long after the years in 
which the compensation had been earned that.to include it as income 
for the latter years meant also putting it beyond the Statute of Limi- 
tations so that as a result of the decision the taxpayer escaped taxation 
entirely upon nearly all of the money in question. 


~ % Kentucky & Indiana Terminal Ry. Co., v. Commissioner, 54 F. (2d) 
yas (cA o 1931). Certiorari denied, 286 U. S. 557, 52 S. Ct. 639, 


51 Commissioner v. R. J. Darnell, Inc., 60 F. (2d) 82 (CCA 6th, 1932). 
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million feet in excess of forty million delivered, and 
the taxpayer to pay a penalty of $10,000 for each 
million feet below forty million. The value of the 
mill in 1920 being $160,000, the Commissioner in- 
cluded in the taxable income for that year a profit 
of $65,000 (equals $225,000 minus $160,000). But 
held: no tax could be levied before 1923 when the 
amount of the profit could be determined according 
to the number of feet of logs which had been sold. 
The court said that the contract was unseverable 
and avowedly followed North American Oil Consoli- 
dated v. Burnet in reaching its decision. This case, 
however, may be distinguished from the Federal 
Control cases upon the somewhat narrow ground 
that in the latter cases there was no dispute about 
the fact that the money was earned, that the right 
to it was unconditional; the only question was for 
an administrative board to determine what amount 
had been so unconditionally earned under the con- 
tract; whereas in the Darnell case * the amount that 
would be earned depended upon a contingency. 


It thus appears that the law of taxation is, with 
respect to consistency with accounting theory, in an 
anomalous state. The decisions range from the 
overtechnicality of Lucas v. North Texas Lumber Com- 
pany *® to the disregard of everyday accounting prac- 
tice in the Paving cases.*° Under such conditions it 
is difficult to give any water-tight statement of the 
law. For general purposes, however, perhaps the 
law may be summarized thus:: wherever the 
right to money is either contested or contingent, 
the law generally will disregard the fact that the 
taxpayer is on the accrual basis and will impose the 
income tax according to the cash receipts and dis- 
bursement basis. But when the right to money it- 
self is undenied and not contingent upon any future 
performance or event, then the mere fact that the 
amount to which that right uncontestably and -un- 
conditionally entitles its holder has not been com- 
puted, will not prevent an adherence to the accrual 
basis as practiced by accountants. 

In the situation forming the subject of this paper, 
that is the income of taxpayers upon the accrual 
basis which is subject to litigation, the cash receipts 
theory of taxation seems at present to be the general 
rule, and it would appear that the “progressive” 
members of the Supreme Court Bench are in its fa- 
vor. However, some evidence in the direction of a 
closer adherence to accounting practice is to be 
found in Freuler v. Commissioner ™ and in Commis- 
sioner v. Brooklyn Union Gas Company. It is pos- 
sible, as there may become widespread a fuller 
knowledge of accounting practice and a realization 
of the importance, for the sake of definiteness, clar- 
ity, and fairness, of adhering more consistently to it 
in matters of taxation; that in the future these latter 
cases will be followed. It is the writer’s opinion 
that there is a fifty per cent chance that this latter 
view may prevail. 


58 See note 57. 

%® 281 U. S. 11, 50 S. Ct. 184. 

© See note 51. 

$1 See 299 U. S. 35, 54 S. Ct. 311. 
6262 F. (2d) 505. 
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Significant Decisions of the Board 
of Tax Appeals 


Basis for Gain or Loss for Property Received by Bene- 
ficiary of a Trust Estate.—(1) Basis for gain or loss from 
the sale in 1925 of stocks and bonds received by petitioner 
in 1920 as beneficiary of a trust estate created in 1910, 
by which she acquired a one-sixth residuary interest in 
the corpus and the income, is the value when the trust 
estate was so created in 1910, or the value on March 1, 
1913, whichever is greater, after reducing the values on 
the basic dates by a proportional part of certain periodical 
payments required to be made under the terms of the 
will, during the lives of certain other beneficiaries. Walliam 
Huggett, 24 BTA 669, followed, despite its reversal by 
the Court of Appeals, District of Columbia, 64 Fed. (2d) 
705. “With all due respect to the court, we think our 
decision is sound and should be followed by us in cases 
arising from the jurisdiction of other courts of review, 
at least until some of such courts have spoken in the 
matter. In our opinion the fair market value on a par- 
ticular date of a share of stock or a bond, the possession 
of which and the complete enjoyment of the income from 
which are postponed or deferred until some later date or 
period, is not as great as a share of the same kind of 
stock or the same kind of a bond not subject to such 
restriction. Especially is this true in the instant case, 
where not only was the possession by the petitioner of 
the securities in question deferred for a period of 10 years, 
but such securities were charged proportionately with the 
payment of certain amounts weekly and monthly for in- 
definite periods, namely, during the lives of Esther Stebbins 
and Charity Robeson, respectively.” 


(2) Evidence is insufficient to establish a loss from 
the sale of certain securities on December 31, 1925, or 
that such securities became worthless in 1926. There was 
no appreciable difference in the financial condition of the 
issuing corporation in 1926 from prior years since 1922. 
“In order to establish the sale of the 374 shares of stock 
and the $7,616.72 face value of the notes for 75 cents on 
December 31, 1925, counsel for the petitioner offered in 
evidence at the hearing certain written, ex parte, and un- 
sworn statements of deceased persons alleged to have been 
participants in the transaction. Some of the statements 
counsel attempted to identify by purely hearsay testimony. 
Certain other written but inconclusive data, such as can- 
celed checks, sheets from brokers’ records, etc., which 
were dependent for their probative value upon the state- 
ments just referred to, were also offered. Objection to 
the admission of the statements and other data was made 
by counsel for the respondent and ruling was reserved. 
The testimony of the petitioner with respect to the -trans- 
action was not offered, notwithstanding the fact that it 
was available, at least by deposition. Upon considera- 
tion of the statements and other data offered in evidence 
by petitioner’s counsel we hold that they are not admissible. 
At most all that they purport to show is that the securi- 
ties were sold by one Ahrens, who was an agent of the 
petitioner and who is now deceased, to one Bruck, who 
is also deceased, for a consideration of 75 cents. They 
disclose nothing as to whether the purported transaction 
was one at arm’s length, nor do they disclose anything 
as to any other matter relating to its genuineness. A 
purported sale of notes of a face value of $7,616.72- for 
75 cents presents a serious question as to its genuineness, 
but when it is considered that a consideration of only 
75 cents was paid for notes of a face value of $7,616.72 
and 374 shares of stock, the question of genuineness be- 
comes more serious. Especially is this true when it is 
considered that the stamp transfer tax payable by the 
petitioner on a sale of 374 shares of stock was practically 
10 times the consideration alleged to have been received 
for both the notes and the stock. This would be more 
consistent with the idea of a gift than a genuine sale. 
Under the foregoing circumstances we think it is particu- 
larly significant that the testimony of the petitioner as 
to the alleged sale was withheld and the statements and 
data referred to above were offered. There being no evi- 
dence in the record as to a sale of the stock and the 
notes having been made in 1925, the petitioner’s conten- 
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tion as to the allowance of a loss on a sale thereof must 
be denied.”—Elizabeth S. Vale v. Commissioner, Dec. 8659 
[CCH]; Docket No. 53041. 


Black dissents, with opinion in part as follows: “I be- 
lieve we were in error in the rule which we laid down 
in William Huggett, 24 B. T. A. 669, and that case should 
no longer be followed. I think the Court of Appeals of 
the District of Columbia, in Huggett v. Commissioner, 64 
Fed. (2d) 705, was right wherein it held in substance that 
the basis of property acquired by a remainder interest 
under a will, upon the death of the life tenant, is the 
value of the property at the date of the death of the tes- 
tator or where death of the testator occurred prior to 
March 1, 1913, the value on that date may be used; and 
that the Board of Tax Appeals was in error in holding 
that the value of the property on March 1, 1913, should 
be reduced by the value of the estate of the life tenant. 
It may be stated also in support of this view that the 
Board, in Farley Hopkins, 27 B. T. A. 845, and in Isabel 
Richardson Molter, 27 B. T. A. 442, held that under the 
provisions of the testator’s will the taxpayer received a 
vested remainder interest and that the date of acquisition 
of the property sold in the tax years was the date of the 
death of the testator and that the basis for gain or loss 
was the value of the property at the time of the testator’s 
death. We said nothing in either case about reducing 
the value of the property by the life estate which was 
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imposed upon it. Apparently that issue was not raised 
in either case. We followed the same rule laid down in 
Rodman E. Griscom, 22 B. T. A. 979. Our decisions in 
both of these latter cases have been affirmed and in affirm- 
ing us in Hopkins v. Cémmissioner, 69 Fed. (2d) 11, the 
court cited with approval the opinion of the Court of Ap- 
peals of the District of Columbia in Huggett v. Commis- 
sioner, supra, reversing the Board.” Marquette, Matthews, 
and Leech agree with this dissent. Seawell, dissenting: 
“T dissent upon the grounds stated in my dissent to W1l- 
liam Huggett, 24 B. T. A. 669, page 676, part of which is 
in agreement with the Circuit Court of Appeals on appeal 
of that case, 64 Fed. (2d) 705.” 


Business Expense.—Commissioner’s addition to income 
of amounts received by petitioners from corporations, 
which petitioners paid out for the corporations, and called 
“commissions on sales,” is approved. The petitioners, 
officers of the corporations, received payments during the 
taxable years from the corporations under resolutions that 
such moneys be appropriated to be used in payment of 
commissions on various sales made by individuals other 
than the companies’ regular salesmen. Such payments 
were treated on the books of the companies as payments 
of commissions made to petitioners, and such payments 
were included by petitioners as gross income in their in- 
come tax returns as commissions received, and equivalent 
amounts were taken as deductions for commissions paid 
to others in behalf of the corporations. The deductions 
were disallowed by the Commissioner because not sub- 
stantiated. The correctness of the Commissioner’s deter- 
mination is not overcome by testimony that the amounts 
received were spent for or donated to Christmas basket 
funds, labor unions, prize fights, football games, political 
organizations for campaign expenses, and the like, all for 
the promotion of business of the companies and for main- 
taining their good will—Charles J. O’Laughlin v. Commis- 
sioner, J. J. O’Laughlin v. Commissioner, Dec. 8657 [CCH]; 
Docket Nos. 55739-55740. 

Morris, Arundell, and Van Fossan dissent, without writ- 
ten opinion. McMahon, who presided at the hearing, dis- 
sents, with opinion to the effect that “the majority opinion 
rejects undisputed testimony of two unimpeached wit- 
nesses, which clearly establishes that the petitioners were 
‘merely the conduit through which such payments passed’.” 
Trammell agrees with the conclusion reached in this dis- 
sent. 

Consolidated Returns.—Petitioners and two affiliated cor- 
porations are not entitled to have their income taxes for 
the calendar year 1928 computed on a consolidated basis. 
Two of the corporations constituting the affiliated group 
as it existed in 1926 filed separate returns for 1926, and 
this election was binding for subsequent years unless per- 
mission to change was granted by the Commissioner, the 
addition of a corporation to the affiliated group did not 
result in a new right of basis election, where the same 
parent existed. The execution of closing agreements on 
December 5, 1930, under Section 606 of the 1928 Act, 
closing the tax liabilities of members of the affiliation for 
1927 upon a consolidated basis did not constitute the nec- 
essary permission to change to the consolidated basis so 
as to establish that basis for 1928. “These agreements, 
authorized only, as in the present case, by the Commis- 
sioner, with the approval of the Secretary of the Treas- 
ury, are localized and limited in their operations by the 
statute, through which, alone, they are possible, to tax 
liabilities for definite periods covered therein. Neither 
the cited statutory provision permitted nor the instruments 
executed thereunder here included any agreement binding either 
party thereto to recognize any element necessary to the 
computation of a tax liability for 1928, and thus permit 
the perpetuation of a palpable error. The present agree- 
ments closed certain tax liabilities for periods within 1927 
and nothing else. The method used in computing the 
amounts of those liabilities for that year, whether proper 
or otherwise, could not and did not conclude the respond- 
ent in his computation of these disputed tax liabilities for 
1928. W.C. Mitchell Co., 27 B. T. A. 645; Alabama Mineral 
Land Co., 28 B. T. A. 586; Phoenix Ins. Co., 29 B. T. A. 291; 
Wolverine Petroleum Co., 29 B. T. A. 1236.” The fact that 
certain consolidated returns for 1927 were filed tentatively 
on March 15, 1928 and finally on June 15, 1928, did not 
establish the right to the consolidated basis pursuant to 
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Section 142 (a) of the 1928 Act permitting affiliated cor- 
porations to make separate returns or a_ consolidated 
return for 1928, because that section further provides that 
if a return for 1927 was made on either basis the return 
for 1928 must be made on the same basis unless permis- 
sion to change is granted by the Commissioner. The 
filing of the unauthorized consolidated returns for 1927 
did not involve the “return”»contemplated by Section 142 
(a).—Smith Paper Co. v. Commissioner; Export Leaf To- 
bacco Co. v. Commissioner; T. C. Williams Co. v. Commis- 
stoner, Dec. 8669 [CCH]; Docket Nos. 61394-61396. 


Corporation Distributions.—An individual shareholder in 
I corporation, which was a holding company to control 
C corporation and owned only C shares, in 1929 turned 
in his I shares to I corporation and received C shares. 
The I shares were then cancelled. It is held that the 
exchange was a liquidation distribution and resulted in 
recognizable gain to the individual. “* * * by virtue of 
the clear language of the International resolution, the 
transfer of Coca-Cola to petitioners was in cancellation 
of their International shares and hence a distribution in 
‘partial liquidation,’ as that term is defined in section 115 
(h) [of the 1928 Act], and taxable as an exchange under 
section 115 (c). The petitioners’ contention, that if it 
was such a liquidation distribution it occurred in 1926, 
when the resolution was passed, can not be sustained. The 
liquidation was authorized, it is true, in 1926, but was in- 
choate until the shareholder elected to turn in his shares, 
which was in 1929. Before 1929 he neither actually nor 
constructively received the Coca-Cola shares.”—W. R. Pres- 
cott v. Commissioner; Mrs. W. R. Prescott v. Commissioner, 


Dec. 8665 [CCH]; Docket Nos. 61596-61597. 


Trammell, Arundell, and Adams dissent, without written 
opinion. 


Corporation Distributions.—(1) In 1930 the Lamination 
Stamping Co., of which petitioners were stockholders, en- 
tered into a written agreement with the Allegheny Steel 
Co., pursuant to which the former corporation transferred 
its business and assets to the latter corporation in ex- 
change for 5,000 shares of no par value common stock 
and $100,000 cash. The Lamination Co., in pursuance of 
the plan of reorganization, distributed the stock and cash 
pro rata among its stockholders and dissolved. The trans- 
action constituted a reorganization within the meaning of 
Section 112 (i) (1) (A) of the Revenue Act of 1928. The 
Lamination Company was a party to a reorganization un- 
der Section 112 (i) (2) of the 1928 Act. That section 
does not define the term “party to a reorganization” but 
states two situations which are included in the term. The 
language of the statute however does not restrict the 
meaning to those two situations. “We are dealing here 
with what amounts in effect to a merger of one corpo- 
ration into another. A merger must involve not less than 
two corporations, and where one corporation merges into 
another, it would seem to be elementary to say that both 
corporations are parties to the merger. It is also the 
merger which constituted the reorganization in this case, 
and both corporations being parties to the merger, both 
must be regarded as parties to the reorganization. Each 
took a vital and essential part in the transaction without 
which there would have been no reorganization, and each 
was, therefore, a party to the reorganization, notwith- 
standing only one of the corporations was reorganized. 
Having reached the conclusion that the transaction in 
question constituted a reorganization, it is our opinion 
that the Lamination Co. was a party thereto.” 


(2) “The distribution had the effect of the distribution 
of a taxable dividend to the extent of the surplus of the 
Lamination Co. accumulated after February 28, 1913, and 
the ratable share of such surplus so distributed to each 
of the petitioners is taxable as a dividend, under Section 
112 (c) (2) of the Revenue Act of 1928, even though the 
Lamination Co. dissolved immediately after the reorgan- 
ization. * * * We think it is clear that, since the en- 
actment of the 1921 Act, it has been the settled, consistent 
policy of Congress to treat liquidating dividends as ordi- 
nary dividends to the extent of the corporate earnings 
accumulated since February 28, 1913, subject to surtax and 
exempt from normal tax. While it is true that Section 
115 (c) of the 1928 Act, appearing-as Section 201 (c) of 
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the 1926 and 1924 Acts, requires that liquidating distribu- 
tions shall be treated as in part or full payment in ex- 
change for the stock, yet such provision can not be 
construed as subjecting a liquidating dividend in connec- 
tion with a reorganization to tax as ordinary income to 
the extent of corporate earnings included therein which were 
accumulated since February 28, 1913, in view of the express 
provisions of Section 112 (c) (2), supra, that such dis- 
tribution ‘shall be taxed as a dividend’ to the extent of 
each distributee’s ratable share of the accumulated earn- 
ings and profits. * * * We may not, therefore, read 
into the statute the requirement that accumulated earn- 
ings distributed as a liquidating dividend shall be taxed 
at the full surtax rates, and also, in addition thereto, at 
the normal tax rate. Section 112 (c) (2), supra, con- 
sistently applies this same scheme of taxation to distribu- 
tions in liquidation which embrace corporate earnings 
accumulated after February 28, 1913. Such distributions 
are not technically dividends for the reason that they are 
not recurrent, nor made in the ordinary course of busi- 
ness, but to the extent of the accumulated earnings it is 
apparent that they have ‘the effect of the distribution 
of a taxable dividend,’ and therefore must be taxed at the 
same rates as dividends, that is, at the full surtax rates 
only.”—John S. Woodard v. Commissioner, Marjorie C. Lang- 
worthy v.. Commissioner, Dec. 8640 [CCH]; Docket Nos. 
71961-71962. 


Murdock dissents with opinion to the effect that the gain 
rom the distribution in liquidation is taxable in the ordi- 


nary way, at normal tax and surtax rates. Sternhagen and 
Goodrich agree with this dissent. 


Depletion on Oil and Gas Properties.—‘Gross income 
from the property” as a basis for depletion on oil and 
gas properties is determined. Where petitioner is engaged 
in the business of producing natural gas from leased prop- 
erties and selling the gas to consumers after transporting 
the same through its distribution system, consisting of 
gas mains, service pipes, compression stations, and meters, 
the total proceeds of sales do not constitute “the gross 
income from the property” for the purpose of computing 
an allowance for depletion under section 204 (c) (2) of 
the Revenue Act of 1926, but such gross income is that 
portion of the total receipts which represents the fair 
market or field price of the gas at the wells prior to trans- 
portation. In determining such “gross income from the 
property” for the purpose of computing the allowance for 
depletion to which petitioner is entitled as lessee of gas- 
producing properties, that part of the total gross receipts 
from sales of gas which represents the fair market or field 
price at the wells before transportation must be reduced 
by excluding therefrom an amount equal to the rents and 
royalties paid by petitioner in respect of the leased prop- 
erties, whether such rents and royalties are payable in 
gas or specified sums of money. Section 204 (c) (2) of 
the 1926 Act, providing a method or basis for the com- 
putation of the allowance, must be considered in con- 
nection with Section 234 (a) (8) which requires an equitable 
apportionment of depletion of oil and gas well leases be- 
tween the lessor and lessee. The amendment in Section 
114 (b) (3) of the 1932 Act adding the words “excluding 
from such gross income an amount equal to any rents or 
royalties paid or incurred by the taxpayer in respect of 
the property” is held to have been a clarifying amendment 
only.—Greensboro Gas Co. v. Commissioner, Dec. _8660 
[CCH]; Docket No. 73708. 


Dividends on Loaned Stock.—(1) Dividends on loaned 
stock were income to the lender. Stock was loaned in 
exchange for the promises of borrower (1) to pay the 
lender any dividends paid thereon during the loan, or the 
equivalent if the stock were sold, and (2) to return upon 
a date certain, or before, on notice, the same or an equal 
number of shares of the same stock. It is held that such 
dividends are legally includible in lender’s income for the 
year in which paid to borrower, although not actually 
received by lender who is on a cash basis. 


(2) The sale of such stock by the borrower did not 
result in gain to the petitioner who loaned the stock.— 
Fremont C. Peck, et al., Executors of the Will of Clara S. 
Peck, Deceased, v. Commissioner, Dec. 8680 [Docket Nos. 
61520- 61521]. 
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Federal Estate Tax.—More than two years prior to 
death, and not in contemplation of death, decedent exe- 
cuted and delivered to her husband, without monetary con- 
sideration, a mortgage for $700,000 on certain real estate 
situated in the State of Connecticut, on which mortgage 
she thereafter paid her husband 6 per cent interest, in 
order that he might have an income independent of hers. 
The interest of decedent in the property, under the law 
of Connecticut, which is required to be included in the 
value of her gross estate by Section 302 (a) of the Rev- 
enue Act of 1926, is the full value of the land at the date 
of decedent’s death. The mortgage not having been con- 
tracted for at an adequate and full consideration in money 
or money’s worth, no deduction therefor can be allowed 
under Section 303 (a) (1) of the Revenue Act of 1926 
in determining the net estate-—Henry Adams Ashforth, 
Frederick H. Ecker and Henry L. Servoss, Executors of the 
Estate of Elizabeth Milbank Ashforth, v. Commissioner, Dec. 
8654 [CCH]; Docket No. 67654. 


Trammell dissents with opinion to the effect that love 
and affection is a sufficient consideration between husband 
and wife, and that the execution of the mortgage was a 
valid completed gift before death which should reduce the 
value of the gross estate. 


Specialists in Stocks—Tax Liability—(1) A specialist in 
stocks listed on the New York Stock Exchange whose 
operations consist of matching buy and sell orders given 
to him by other brokers and of buying and selling his 
specialties on margin as a speculation, is not a dealer in 
such stocks and may not inventory them under Article 
105 of Regulations 74. Other securities acquired for in- 
vestment and used as collateral for a margin account were 
not acquired for resale and as to such securities petitioners 
were not dealers. 

(2) Assessments levied by the New York Stock Ex- 
change on members in 1929 for operating expenses are 
deductible as ordinary and necessary expenses, but con- 
tributions to a fund from which payments were made to 
families of deceased members of the exchange are not 
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shown to be ordinary and necessary expenses.—James B. 
Lowell v. Commissioner; James Russell Lowell v. Commis- 
stoner, Dec. 8652 [CCH]; Docket Nos. 68048-68049. 


Stock Sales—Application of “First In, First Out” Rule. 
—First in, first out, rule does not apply to stock received 
upon an exchange in a reorganization, nor to stock re- 
ceived in an exchange of stock for stock of the same cor- 
poration which is a nontaxable exchange (Section 112 (b) 
(2), Revenue Act of 1928), nor to nontaxable exchange in 
1923 of stock for stock of the same corporation upon re- 
duction of par value of stock. The basis of the stock re- 
ceived on all such exchanges should be allocated equally 
to the shares received. Christian W. Von Gunten, 28 BTA 
792, followed, and Jenks, 22 BTA 910, overruled.—Olive 
Hume Oliver v. Commissioner, Dec. 8662 [CCH]; Docket 
No. 65640. 

Trammell dissents without written opinion. 


Transferee Tax Liability—Commissioner has not sus- 
tained the burden of proving that the petitioners are tax- 
able as transferees of a syndicate taxed as a corporation. 
Where in his petition a petitioner admits receiving an 
amount in distribution of property of a taxpayer, but makes 
no admission as to the financial condition of the taxpayer 
immediately after the distribution or that the Commis- 
sioner had exhausted all of his remedies against the tax- 
payer for the collection of the tax being asserted against 
him as a transferee, such a petitioner may, under the cir- 
cumstances present here, at the conclusion of the hearing 
amend his petition to conform to the proof by alleging 
as error the Commissioner’s determination that he is a 
transferee. Such admissions do not relieve the Commis- 
sioner of the burden, imposed by Section 602 of the Revy- 
enue Act of 1928, of proving that the petitioner is a 
transferee. That burden he has not sustained in these 
proceedings.—Charles B. Behr v. Commissioner; Gore Bros. 
Inc. v. Commissioner; Adolph Ramish v. Commissioner; 
Adolph Ramish, Inc. v. Commissioner, Dec. 8651 [CCH]; 
Docket Nos. 39534, 39538, 39568-39569. 


Trust Income Received as Settlement of Marriage Rights 
—Taxability—(1) Income received in 1930 by beneficiary, 
petitioner’s divorced wife, under a trust established by 
petitioner during pendency of divorce proceedings and 
intended as a settlement between the parties of property 
rights arising from marriage, is not to be included in pe- 
titioner’s income. “That petitioner did make a valid and 
irrevocable disposition and divested himself of the prop- 
erty forming the corpus of the trust seems indisputable. 
The trustee took over the title, possession, and control 
of the securities and continued to hold and deal with them 
in its discretion. Petitioner had no power to change the 
investments or otherwise administer the trust, or to modify 
or revoke it. True, the property was to revert to his 
residuary estate upon the termination of the trust when 
both Brooks and his divorced wife should be dead, and 
was then to be disposed of by his will, but by the in- 
denture he had divested himself for the rest of his life 
of all the incidents of ownership save the right to receive 
such revenues from the property as there might be in 
excess of $12,000 a year, and to receive the whole income 
in the event Mrs. Brooks predeceased him. Consequently, 
petitioner having transferred the property, it would seem 
to follow that the income thereafter arising therefrom, 
except as to the excess over the stated amount, would 
not belong to him.” 

(2) Payments received in 1930 from a testamentary 
trust are income in entirety and not in part recovery of 
capital represented by the March 1, 1913, value of the 
right to receive them, following Brooks v. U. S., 6 Fed. 
Supp. 844.—Reginald Brooks v. Commissioner, Dec. 8676 
[CCH]; Docket No. 68560. 


Trusts.—The income of a trust created in Tennessee by 
a mother for the education and support of each of her 
minor children and distributed to their father, one of the 
trustees, for that purpose, was not within her gross in- 
come, notwithstanding the settlor’s right to revoke as to 
principal in a future year (on and after January 1, 1936) 
but not in any of the taxable years (1929, 1930, and 1931). 
—Franklin Miller Handly v. Commissioner, Dec. 8647 [CCH]; 
Docket Nos. 66810, 67671-74406. 

[By order dated July 26, 1934, the above decision was 
directed to be reviewed by the Board.] 
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